#77.400 10/7/76
Memorandum 76-20

Subject: Study 77.400 - Nonprofit Corporations (Cnmments Concerning
Division 2—-Jonprofit Corporation Law)

This memorandum analyzes the comments received relating to the por-
tion of the tentative recommendation containing the basic Nomprofit
Corporation Law--proposed Division 2. The exhibits referred to are all
attached to Memorandum 76-33. In addition to the comments set out as
exhibits, this memorandum summarizes comments made by the Commission's
consultagt, Mr. Whitman, in a memorandum to the staff that has not been
reproduced. The staff also has some substantive problems with the
draft, which it -ralses at this time (there are additional technical and
conforming changes, that will be necessary before the final report is
printed). . Any problems that the Commission has with any portion of the
draft should also be. raised at this time.

30/968
Preliminary Part of Tentative Recommendation
The Commission's consultant, Mr. Davis (Exhibit XKXKVI——buff),

makes a number of suggestions relating to the preliminary part of the
tentative recommendation that explalns the proposais. The staff be-
lieves these suggestions are good and plans to work them into the final

043/177

Organization of Statute
Exhibit XIII (gold) believes Chapter 5 (corporate financeg) 1is

misplaced between the chapter relating to members and the_chgptg:-relat-
ing to members' meetings and congents. Corporate finance should follow
all the membership chapters. Exhibit XXXIX (buff) believes thét the
membership chapters should precede the directors chapter; members are.
more important to monprofit corporatioms, and this would conform to the
normal organization of the bylaws.: The Comuission's consultant, Mr.
Davis (Exhibit XXXXVI--buff), offers a total reorganization of the

statute.



The staff has a lot of sympathy for these points. The reason for
the present organization is to parallel that of the business corporation
law. Hoﬁevér, the parallel is not as strong as originally conceived,
and there are many departufes.' We could reorganize the statute, but at

this point it would involve extensive renumbering.

30/969

Scope of Statute

Exhibit L (pink) feels that some nonprofilt organizations, particu~
larly schools and churches, need more control. "I do not recommend the
Law Revision Commission take on that battle at this time. =~ The staff
observes that schools and churches are exempted from coverape of the
Uniform Supervision of Trustees for Charitable Purposes Act, which
apparently has prompted this comment. See Govt, Code § 12583. The_-.
staff agrees that it would not be profitable to pursue this aspect 6f
the law; the Attorney General may wish to attempt to expand the coverage
of the Uniform Supervision Act.

While the scope of the Commission's project does not include revi-
sion of the tax laws {see discussion in Memorandum 76-83), the Commis-
slon has attempted to draw its proposals so as not to affect the tax
status of nmonprofit corporations. Exhibit XXV (buff), a comment of the
nonprofit corporations subcommittee of the State Bar Committee on Taxa~
tion, finds "no serious fault in the proposed legislation insofar a5 the

taxation of these entities is concerned.”

30/970

Charitable Corporations

One general problem that runs throughout the statute is the treat-
ment of provisions that relate to nonprofit corporations "orpanized for
charitable purposes.” There are a number of such provisions, which are
listed in the Comment to Section 5250. It is not clear, however, how
such nonprofit corporations can be identified since charitable purposes
are not defined, and the statute does mnot make clear whether "organized
for charitable purposes’ means exclusively, predominantly, or simply
having one or more charitable purposes. Exhibit XVIII (buff) makes this
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point: the Commission's comsultant, !Tr. 'hitman, has also written an
extensive memorandum to the stafffconcerning this problem. Exhibit
XEKKVIII (gold) suggests that, while defining charitable purposes is
inadvisable, perhaps some suggestion of their scope might be placed in a
Comment. ‘

The question of the definition of charitable purposes is one that
the Commission has discussed on several occasions. Charitable purposes
are not really susceptible to definition since they are broad and chang-
ing. The gtaff agrees that the Commission has reached the proper deci-
sion to allow charitable purposes to be defined through the development
_of case law: however, 1t would be possible to cite some of the cases
giving the term a broad interpretation.

The definition of a nonprofit corporation organized for charitable
{purposes,' on the other hand, is susceptible to definition. As used in
.the statute, it is intended to mean a nonprofit corporation that is
Sufficiently invelved in charitable activities that it should be con=
_ sidered as holding all its assets and receiving general donations im-
pressed with a charitable trust. The staff suggests the addition of the
rfollowing definition to the statute: h ‘ S

5 5163. Honprofit corporation organized for charitable purgoses

5163, '"Nonprofit corporation organized for charitable pur-
poses' means a nonprofit corporation formed and operated predomi-
nantly or exclusively for charitable purposes.

Comment. The phrage defined in Section 5158 is used in the
following provisions:

‘Notice to Attormey General of formation ©§.5223 .
-Special ultra vires provision § 5232
Contents of articles § 5250
Management of charitable property § 5560
Attorney General supervision § 5364
Property received on general charitable trust § 5565
Common trust funds § 5570
Hotice to Attorney General of disposition of assets 5 6012
Notice to Attorney General of merger or consolidation § 6142
Division limited § 6210
Notice to Attorney General of division § 6242
Reports to Attorney Gemeral not affected 5 6527
Purchase bf memberships to avold dissolution oo
- prohibited § 4740



Disposition of assets on dissolution

5 6773
Hame containing the word "charitable" § 14512
Conversion prohibited ' 5 14801

. It should be. noted that the phrase ‘'charitable purposes,"” as
~used in this section, Is used in its broadest sense, it belng
impossible to enumerate specifically all purposes that are chari-
“table 1n nature.  See, ‘e.g., discussion in Lynch v. Spilman, &7
Cal.2d 251 431 P.2d 636 62 Cal. ®ptr. 12 (1967).

: 343/176
# 5102. Scope of division

Under Section 5102, the statute applies unless there 1s a special
statutory provision inconsistent with the statute. Exhibit XXXXI (gold)
querles this provision since one of the objects of the statute 1s tﬁ
eliminate the welter of provisions relating to nonprofit ccrﬁorations.
The answer tc this query is that the statute does eliminate a variet? of
related provisions in favor of cne uniform progision. however, there
are a number of gpecial provisions that relate tb particular types of
nonprofit corporations that are retained. For example, proxy voting and
cumulative voting are prohibited in certain types of medical and legal
services corporations. There i3 a more complete illustrative listing of

special provisions of this type in the Comment.

30/972
§ 5126. Articles
The Commission's consultant, lr. Davig {Exhibit XOXVI--buff), sug-

gests that the definition of "articles” should include plans of division
and conversion and agreements of merger and consolidation. This is
unncessary since, under the Commission's statutory scheme, when any of

those organic changes occur, new or amended articles are also filed.

30/973

§ S128. Board
The Commission's consultant, Mr. Davis (Exhibit XXXXVI--buif),

suggesta that the definition of board might include ''trustees.’ The

staff believes thils is unnecessary since board 1s defined as board of
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directors, and a director {under Section 5140) is a person named as a
director or "by any other name or title to act in the capacity” of a
director, There should be a cross-reference to Section 5140 under

Section 5128, and the staff_plans to make this reference.

30/974

5 3130, Business corporation _ _
The Commission's consultant, ‘ir. Davis (Exhibit XAXXVI~--buff),
would amend Section 5130 to read:

5130, "Business corporation’ means a corporation organizeﬁ
under the laws of this state which is other than a nonprofit corpo~
ration.

31/500
§ 5132, Bylaws
The Commission's consultant, Ir. Davis {Exhibit KFXEVI—-buff),

believes that it is improper to define bylaws to include articles. He
makes the point that it 1is inconsiotent with the provision relating to
adoption of bylaws since it would make articles adoptable by the same
procedure used for adopting bylaws.

The staff suggests that Mr. Davis is wrong, the definition of
bylaws in Section 5132 makes quite clear that "a provision governing the
procedure for adoption, amendment, or repeal of bylaws does not apply to
articles.” The staff believes the definition is a usefulronef It _
elimiospes the need to coptinually refer to "articles or bylaws”thep in
nearly all cases it is the bylaws that will be invelved, and it encour-
ages. placement of matters governiog the operation of nonprofir oorpors—

tions in the bylaws rather than cluttering up the artiolesr

0437175

§ 5150. Financial statements and simlilar accounting items

Section 5150, although included among the definitions for lack of a
better place, 1s not really a definition but a general provision. It
provides that, where the nonprofit corporation statute refers to finan—
cial statements and similar accounting items, such references mean those

items kept in accordance with generally accepted accounting principles.
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Exhibit XIX (blue) questions the use of this requirement for nonprofit
corporations, both because laymen may be involved 1in the operations of
nonprofit corporations and because it is Inappropriate to make the law
depend on changes 1in the accounting profession,

The primary application of Section 5159 is in Section 6510 which
requires a nonprofit corporation to keep adequate and correct boocks and
records of account: Sectlons 6511 and 5512, which impose penalties for
fallure to keep the required books and records: Sectiom 6522, which
requires the annual report to contain financial information; and Section

6526, which permits members to obtain certain fiscal information.

31/501
§ 5156. ilew nonprofit corporation
te Commission's consultant, Mr. Davis (Exhibit XXXXVI--buff), asks

whether this section should include a newly converted Section 14802
organization. Such inclusion would be unnecessary since the conversion

provisions make no reference to a 'new nonprofit corporation.’

31/502
§ 5162. Officers' certificate . _
The. Commission's consultant, Mr. Davis (Exhibit XV I--buff),

notes that, under Section 5362, any number of offices may be held by the
same person; hence, the notion of having an officers' certificate

signed by each of two groups of officers is empty. The staff agrees
that this is a point but has no specific suggestions to offer. If ﬁhe
Commission desires, we could require signing by separate persons; the

staff 1s inclined, however, to simply let the anomaly stand.

31/503
§ 5174. Signed by the officers
Whatever action is taken with respect to Section 5162 (supra)

should also be taken with respect to Sectlon 5174, which applies to many

corporate instruments other than officers' certificates.



4273
§ 5180. Verified

Section 5180 permits verification of an instrument by a declaration

in writing executed "under penalty of perjury that states the date and
place of execution, whether within or without the state. Exhibit XX
{gold), feels that verification under penalty of perjury should be
limited to execution within this state. The commentator supports thié
feeling with the statement that it would conform with the peneral _
provisions of the Code of Civil Procedure and with recognized practice,
The Commission's consultant, ilr. Davis (Exhibit XX¥¥VI--buff), also
rmakes this point, noting that, if the perjury occurs cutside Califernia,
there would be no basis for prosecution in California.

The issue here .1s one of uniformity--whether to be uniform with the
Code of Clvil Procedure or with the business corporation law. The staff
believes that it is desirable here to conform to the business corﬁora—
tion law sc that there will be uniformity of procedure for'verification
of all corporate documents required to be verified. 7

In thils connection, Exhibit X¥XXXI notes that a definition might be
added to make clear that an affidavit under the nonprofit corporation
law'may be executed, by declaration under penalty of perjury. Such a

provigion would read:

§ 5121, Affidavit

5121. An affidavit under this division may be- made by
declaration- under penalty of perjury.

Comment. Section 5121 is new.



31/504
L 5210 et seq. Qrganization and bylaws
The Commission's consultant, Mr. Davis (Exhibit XXXXVI--buff),

would change the title of this chapter to "Organization, Articles, and
Bylaws™" or simply “Articleg and Bylaws.” The chapter title is drawn
from the comparable title in the new business corporation law. However,
the staff would have no strong objection to adding "Articles’ in the

existing title.

4041111

§ 5211. Incorporation of unlncorporated assoclation

txhibit XXXI (green) sugpests the following amendments to Section
5211 to resolve the guestion of when a member may effectively dissent

from the incorporation of an unincorporated assoclation:

"(c¢) The articles shall be signed by the presiding officer or
acting presiding officer and the secretary or clerk or simllar
officer of the assoclation or by at least a majority of its govern-
ing board or body, and there shall be attached thereto the af fi~
davit of the signing officers or governing board or body that the
association has (1) duly authorized it incorporation. {2) given
written notice to each member of the association of such authoriza-
tion, and (3) has authorized the officers or governing board or
body to execute the articles.

"(d) The members of the association are members of the non-
profit corporation so created unless they flle their dissent in
writing with the secretary thereof within fifteen (15) days of the
giving of the notice of authorization to incorporate required to be
given pursuant Eg_uubaection {c) gﬁ_this section. For purposes of
thig subsection (d) a notice of authorization to incorporate shall
be deemed to be ?iven at the time specified in . Section 5160 of
this Division."

The staff believes thls would be a useful addition to the law. Ve note
that the last sentence of subdivision (d) is unnecessary since Section
5160 by its terms would apply. A cross-reference to Section 5160 is
sufficlent.

The Commission's consultant, Mr. Davis (Exhibit ¥XXXVI--buff),
notes that we have provided for dissenters’ rights elsewhere, and we
should provide for dissenters' rights under subdivision (d). The Com-
mlssion had initially thought to provide dissenters’ rights in this
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situation but, after it determlned not to provide dissenters' riphts for
other corporate reorganlzations on the baczls that this would be an.
improper distribution to members, it determined not to provide for then

here.

. oo . 0457213
§ 5220 et seq. Formation _ _ .
Exhibit XVIII (buff) strongly agrees with: the simplified incorpora-

tion procedure and the elimination of needless formality in the forma-
tion and operation of nonprofit corporations. .Exhibit XXXXIV (yellow)
likewise approves the simplified formation provisions.

.fne of. the simplifications made 1s to reduce the number of persons
required to incorporate from three to one. - Sectlon 5221. Exhibit ZLXIX
{buff) says that people are used to the concept. of at least three per-
sons incorporating; a “one man ' membership corporation appears to be a.
contradiction .in terms. -Exhibit.LX (buff), on the: other hand, believes
that one-man Incorporation is "very important.” P .

The Commission's consultant, Mr. Davis (Exhibit X¥XXXVI--buff),
suggests that Section 5221 refer to execution of articles by ‘one or
more natural persons.’' While the staff believes this concept is inher-
ent in the statute since. the initial-directors who .exegute- the arficles
must be natural persons {Section 5140), the -staff has no objection to.

making- the suggested change.

245/052

§ 5224. . Additional requirement for charitable corporations -

A corporation "organized for charitable purposes'’: is .required to
deliver a copy of its articles to the Attorney General- promptly upon
formation. Exhibits XII (blue) and XV (pink) state that this provision
would serve no purpose since the articles are already required to be
gsent to the Attorney Ceneral under the Uniform Supervision of Trustees
for: Charitable Purposes Act provisions. The Commission's comsultant,
Mr. Yhitman, has made the same point. Exhibit. XXXXVII (blue--Attorney

General), on the other hand, considers 1t “an excellent provision.”
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The reason for the provision 13 that the Registry of Charitable
Trusts does not Iinclude all charltable corporations. Uotable exceptlons
are churches, cemeterles, hospitals, and educational institutlons. See
Govt. Code % 12583,

Perhaps the duplicate articles problem could be solved by requiring
only that a charitable corporation give notice to the Attorney General
promptly upon formation. The sanction for failure to comply would be
the possibility of an action by the Attorney General to dissolve the
corporation under Section 14491. .in alternative to this suggested by
Exhibit XXXXVII iz to have the Secretary of State send a copy of the
articles to the Attormey General.

Exhibit XV a2lso suggests that the Commission do something about the
situation confronting a charitable corporation that must give annual
reports containing approximately the same information to both the
Attorﬁey General and the Franchise Tax Board. The staff believes this
suggegtion has possibilities and plans to solicit the views of the state

agencies involved.

043/159

-

§ 5230, Powers of nonprofit corporation

Exhibit XVIII (buff) notes that subdivision (b)(&) of Section 5230

authorizes payment of pensions and establishment of pension and other
deferred compensation pians, but makes no reference to profit sharing
plans. The commentator points out that nonprofit corporations do make
profits, and implies that some have traditiomal "profit sharing plans.”
The staff agrees with this analysis, and believes that profit sharing
plans should be added to (bj(ﬁ}. There are other statutory limitations
in the nonprofit corporation law that qualify the power to carry out
profit sharing plans. . e
Exhibit XVI (yellow) helieves subdivision (b)(7) should be expanded

to make specific reference to the authority to enter into indemmity
contracts subject to the limitations of Sections 5380-5389. The staff

agrees that this is appropriate, and would amend Sectlon 5230 to read:
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_ 5230. Subject to any limitations contained in the articles or
provided by statute, a nonprofit corporation in carrying out its
activities: R :

*® . * * * *

(6) Pay pensions:- establish and carry out pension, profit
sharing, savings, thrift, and other retirement, incentive, and
benefit plans, trust, and provisions for any or all of the diree-
tors, officers, and employees of the nonprofit corporation or any
of 1ts subsidiary business or nonprofit corporations.

(7) Assume oblipctions. enter into contracts {(including
contracts of guaranty e¥ sureeyship , suretyship, or Indemnity Y.
incur liabilities: borrow and lend money and otherwise use its
credit;: secure any of its obligations. contracts, or liabilities by
mortgage, pledge, or cther encumbrance of all or part of its prop-
erty, franchises, revenue, and receipts.

* & * * *

-Exhibit ZXXXV (g:een) objects to the deletion of a piece of speclal
"legislation from the powers orovisions;z The text of the legislation is
set out in the exhibit. The staff does not believe that if is-appropri-
ate to include special legislotion in the Yonprofit Corporation Law. We
are attempting to ascertain tho cause of this sgpecizl legislation td
determioe whether it indicates a problem of general apolication_of which
we are unaware that should be cured by general legislation. Ifrit
appears that this 1s really a unique.oase requiriog speclal iogislation,
the staff proposes to continue the provision in question as an uncodi-

fied statute.

‘ . 404 /959
& 5231. Defense of ultra vires _ _
The staff has discovered two defects in Section 5231: (1) It fails

to make clear that a limltation in the articles, regardless whether it
may be asserted as betweeo-a nonprofit corporation and a third party,
nonetheless is internally binding on the management of the nonprofit
corporation and (2) a provision extending the application of the section
to forelgn corporations was inadvertently omitted. These defects are
easily cured by adding a new subdivision (c) and by providing that a
limitation described in subdivision (a) ‘'constitutes as between the non-

profit corporation and the members, officers, or directors, an authori-
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" zation to the directors and a limitation upon the actual authoriry of
the representatives of the‘ncnprofit corporation.’
(c) The application of this sectlon extends to a contract or
conveyance made by a foreign nonprofit corporation in this state

and to a conveyance by a foreign nonprofit corporation of real
. -property situated in this state.

405/96%

§ 5232. Zujoining ultra vires act of nonprofit corporation holding
‘assets on charitable trust

This section is intended to permit am action to enjoln ultra vires
acts of a nonprofit-corporation in any case where the corporation holds
charitable assets. The rommission's consultant, ir. Whitman, has sug-
gested that, since the section is intended to protect the public's
interest in charitable assets, the section should be limited in its
applicati¢n to activities involving charitable assets and not to all
corporate activities. This could bs accomplished by amending Section
5232(a) to read:

(a) Notwithstanding Section 5231, where a nﬁnprofit corpora-
tion holds 4¢3 assets on a charitable trust or is organized for
charitable purposes, a limitation described in Section 5231 may be
asserted in an action to enjoiln the doing or continuation of un-
authorized activities that affect the charitable trust or chari--
table purposes by the nonprofit corporation or its officers or

both, regardless of whether third parties have acquired rights
thereby.

Exhibit XXXXVIT (blue-—Attorney General)} and the Commission's con-
sultant, r. Davis (Exhibit XXXXVI--buff), suggest that some clarifica-
tion 1s required as to the persons entitled to bring suit under this
section. Mr. Davis suggests that this can be simply done by reference
in the statute to an action "by any interested party’': the Comment would
then refer to directors, the Attorney General, members, and donors as

poséible Interested parties.

4041961

§ 5235. Tllegal distribution; derivative action against member

Exhibit LII {green) is happy to see the increased creditor protec-
tion in this provision for a cause of action regarding improper distri-

butions.
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‘The Commission®s consultant, Mr. Davis (Exhibit XKKXfIw-buff), won-—
ders‘why an 1mproper distribution can be recovered only from a member
who received the distribution "with knowledpe of facts indicating the
impropriety thereof.” The simple reason is that this is the standard of
the busilness corporation law on which Section 5235 is based. i mofe
policy~oriented reason, we suppose, would be that the member who has
recelved a distribution may have already spent it, and it is unfair to

the ﬁemﬁer to make him responsible.

4057967

3 5242. Instrument signed by cartain officers valid absent actual
Lknowledpge of lack of authority :

Exhibit XXXI (green) notes that, although the présumptive effect of
the corporate seal has been replaced by a,@roﬁisicﬁ_ﬁe;minting reliance
on instruments signéd by certain corporate officars, Section 5242 fails
to retain the presumption of prior law that those cerfain corporate
officers are indeed the persons who signed the instrument. The staff
'agrges that this 1s a'defectrin the statute and proposes to amend Sec-
tion 5242 as- follows:. o

5242, An instrument in wrilting, includiﬁg an assignment or
endorsement thereof, executed nr entered inte between a nonprofit

corporation and another person and signed by the officers as speci-
fied in Section 5174 is nmes

(a) Presumed to be aiEﬂEd by the officers specified This
presumption is a Eresumgti on affecting the burden of producing
evidence.

{b) Not invalidated by any lack of authority of the sigﬁing
officers unless (subject to subdivision (b) of Section 5231) the.
other person has actual knowledge of the lack of authority.

3437173

§ 5250._7Required contents of articles
Subdivision {b) of Section 5250 requires the articles to state that

the nonprofit corporation is organized “for any lawful purposes, " and

provides that no further or addltlonal statement cf purposes may be made
except by way of 11miration or except as exprassly required by law (such
as tax laws}. This scheme is patterned after the new business corpora-

tion law.
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Exhibits XV (pink), X¥VI (Llue), ¥XXXVII (tlue-~Attorney General),
and XXXXVIII (gold) make the point that this provision is unduly re-
strictive. They believe it is helpful in obtaining federal tax exemp-
tion to include a more detailed statement of purposes that may not be
strictly required by lau. Presumably, they would like to be able to
make a statement of primary purposes without having this statement
construed as a limitation con the corporate purposes.

The staff agrees with this point, and can sugsest several alter-
native proposals to cure the problenm:

{1) The articles shall not set forth any further or additional

statement with respect to the purposes e¥ powvers of the non-

profit corporation except by way of limitation or except as
requlred by any law . . .

(2) The articles shall not set forth any further or additional
statement with respect to the purposes or powers of the non-
profit corporation except by way of limitation (unless the
articles expressly provide that the further or additional
statement is not by way of limitation) or except as required
by any law . . . .

(3) The articles shaii met may set forth any further or additional
statement with respect to the purposes or powers of the non~
profit corporation exeept by way ef limication or eweeps
but the further or additional statement shall be construed as
a limitation on the purposes or powers unless the articles
expressly provide otherwise or unless required by any law .

0f these formulations, the ataff prefers the third as the most direct
and clear. Adoption of such a provision would also make clear the
ability of a nonprofit corporation to specify in the articles the dispo-
sition of its assets on dissolution. The Comment should make clear that
this continues exlsting law. In this connection, Exhibit XXXIXVIII sug-
gests that the Comment also make clear that merely because a nonprofit
corporation specifies that its assets go to charity on dissolution does
not make 1t charitable. The staff agrees that this would be useful.
Subdivision (¢) of Section 5250 reguires a nonprofit corporation
that is “organized for charitable purposes’ to so state in 1ts articles.
The section poes on to provide that the corporation "is subject to all
provisions of the ‘lonprofit Corporation Law that relate to nonprofit
corporatlions organized for charitable purposes.”’ Exhibit XIT (blue)
notes that the quoted words are superfluous; the Commission's consul-

tant, Mr. “hitman, has made the same point. The staff agrees that it
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would be pogsible to put this lanpuapge in the Coument; on the other
hand, the Commisslon previously determined to put it in the statute on
the theory that it will give the Incorporators and directors a better
appreciation of the consequences of declaring their corporation chari-
table. In fact, Exhibit XXOVIIL (pold) would like to see the statute
o even farther and require the articles to state that the assets of a
charitable corporation are ‘'irrevocably dedlcated” to charitable pur-
poses. This would eliminate many. problems that result from the failure
of fiduciaries to appreclate this and might have. the Incldental effect
of eliminating the need to amend the articles to insert such a clause at
the demand of the taxing authorities. FExhibit LIV (blue) would also
like to see a requirement that the articles state that the charitable
corporation is subject to the Uniform Supervision Act. This would help
to eliminate some of the confusion causeﬁ‘bylthe fact that ndt all the
law 1s located in the Corporations Code.

The State Board of Equalization (Exhibit KXXYIII—-plnk} would 11}2
to see a requirement that a charitable corporation have a statement of
purposes in its articles. “'This would not only be helpful to the offi-
cers in charge of corporate affairs, and to potential donors but also to
taxing agencies that rely on the contents of Ehe‘arficles in dgciding
initial eligibility.” The Commission has deterdined not to impose this
requiréﬁent in the past on the theory thaf any cofpofatién seeking a tax
exemption will in fact put a statement of purposes in its articles.
However, if the Commission wishes to require a charitable corporation to
put a statement of purposes In the articles, this could be accomplished
by amending subdivision (c) to read:

(c) If the nonprofit corporation is organized for charitable
purposes, that the nonprofit corporation is organized for chari-
table purposes and the primary and specific purposes for vhich it
is organized, and that it is subject to all provisions of the

Jonprofit Corporation Law that relate to nonprofit corporations
organized for charitable purposes.

Fxhibit LXI (blue)jéﬁgéésfs that the Commission recommend stand-
ardized forms for artlcles of incorporation and bylaws. The staff be-
lieves thls is unnecessary, The articles are in very simplified form,
and the Secretary of State will undoubtedly publish sample forms that

satisfy the statute in Corporations Check List.
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The Commission's consultant, ilr. Davis (Exhibit XXXXVI--buff), sug-
peats a cross-reference to Section 5311, relating to the number of
directors. The staff apgrees that this would be useful and plans to make

the reference.

404 f086
§ 5260. Adoption of bylaws

Exhibit XIII (gold) was unable to locate the provision for amend-
ment of bylaws. Section 5260 deals with amendment as well as adoption
"of bylaws. The Commission's consultant, Mr. Davis (Exhibit XXXXVI--
buff), suggests that the leadline be expanded. The staff proposes to

expand the leadline to read:

¢ 5260. Adoption, amendment, and repeal of bylaws

Exhibit XIII also asks whether directors could deprive a class of mem—
bers of voting rights by bylaw amendment. The answer 1s no; see Section
5264 (b). The staff proposes to add to the Comment to Section 5260 the
following paragraph:

The power of the directors to adopt, amend, or repeal the
bylaws may be limited by statute as well as by the articles or
bylaws. See, e.g., Sections 5264(b){bylaws adversely affecting
voting rights of members may be adopted, amended, or repealed only
by the members), 5311 (bylaws relating te the number of directors
may be adopted, amended, or repealed only by the members).

~ Exhibit XV {pink) believes the wording of Section 5260 is not
clear; Section 5260 states specifically that the articles or bylaws may
limit the right of directors to affect bylaws: by ifmplication the right
of members may not be affected. What is the intent? The staff believes
that the intent is to pe;mit a nonprofit corporation to limit adoption
of bylaws to directors if it so desires and that thls is proper. The
staff would amend Section 5260(b) to read:

(b) Hotwithstanding subdivision (a), the articles or bylaws

may restrict or eliminate the power of the members or board to
adopt, amend, or repeal any or z11 bylaws.
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4047088

5 5261. Permitted contents of bylaws

Exhibit XIII {gold) suggests that the Comment make clear that the
so-called "Constltution’ of a nonprofit corporation 1s not the basic
governing document. The staff is not famlliar with the “Constitution”
of a nonprofit corporation, but, if this is a document other than the
articles (such as the bylaws), the staff belleves that a Zomment could
be added to Section 5261 that ‘It should be noted that Section 5201

aﬁplies regardless whether the bylaws are denominated a 'comstitution’.”

404 /029
§ 5264. Bylaws relating to voting rights

Exhibit XV (pink) notes that existing law permits proxy votinn
unless the nonprofit corporation expressly permits it and that Section
5264 (a) appears to reverse existing law by permitting the bylaws to
state whéther proxy voting is allowed. The commentator belleves :that
‘the apparent intent of Section 5264(a) should be embodied in the sub-
stantive provisions applicable to proxy voting so that the law would be
that proxy voting 1s prohibited unless the nonprofit corporation ex-
pressly permits it. In support of this bellef, the commentator notes
that‘many nonprofit corporation leaders are unaware of the provision
permitting proxy voting and, although in actual practice most deny proxy
‘voting, their articles or bylaws contain no such prohibition. Proxy
votiﬁg'is considered to be an extraordinary matter, and'thus should be
etpressly'prdvidéd for by the nonprofit corporation.

The staff finds this argument attractive. The' result could be
accomplished by amending Section 5730 to read:

B 5730. Uniess the bylaws previde efkefwisé'gg_ghg_gglggﬁ
* provide therefor , a person entitled to vote a mewmbership on a

matter may authorize another person to vote the membership on the
matter by proxy.

One drawback of this scheme, however, is that there may be existing
nonprofit corporations that permit proxy voting, although having nothing
in their bylaws about it. The staff suspects it will be fairly rare
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that a monprofit corporation permitting proxy voting will not regulate
the proxles in some way in its bylaws, however. 4#nd for those that do
not, a bylaw amendment to perwit proxy voting in conformity with exist-

ing practice should be relatively simple to accomplish.

_ 404/032
¥ 5266. Bylaws relating to directors, officers, and committees

Both Exhibits XXIV {preen) and XXXXIV (vellow) approve the statu-

tory scheme that permits a nonprofit corporation considerable flexi-
bility in determining the appropriate number of dirsctors, their terws
of office, and the manner in which they are selected.

Section 5266 permits the bylaws to provide for the 'qualifications”
of directors; this continues existing law. FExhibit XX {gold) believes
that any limitations on who may become directars "should be known to
all," and consequently should be required to be set forth in the ar-
ticles. The staff does not find this point particularly convincing. It
is the bylaws that is the basic governing document of z nonprofit corpo-
ration and that contalns much more basic matters, e.g., property and

voting rights of members, than who may become directors.

404/093

§ 5267. Articles and bylaws made available to members

Section 5267 requires a nonprofit corporation to keep at its prin-
cipal executive office in this state the original or a copy of its
articles and bylaws as amended to date, which are open to 1lnspection by
the members during office hours. Exhibit XV (pink) states that many
nonprofit corporations have no office as such, and the mailing address
is the home of its president or secretary. Exhibit XV suggests that, if
the nonprofit corporation doéé not have a régular office, a member
should be permitted to request a copy of the articles and bylaws, with
the nonprofit corporation imposing a reasonable charge. |

The staff believes there is merit in this suggestion, and would
amend Section 5267(b) te read: '

iib} If the articles and bylaws are not open to inspection by
the members at all resascnable times during office hours or if the
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-principal executive office of the nonprofit corporation 1s outside

 this state and the nonprofit corporation has no office in this
state, +¢€ the nonprofit corporation shall spen within five days
after receipt of thé written request of any a member furnish to
the member a copy of the articles and bylaws as amended to date.

The.staff also notes that, although a nonprofit corporation may not have

n "'qffit:e‘i as such, 1t always has a “principal executive office“.since
it is required to give a street address for its principal executive
 office in the statement of officers and agent for service of process it
files with the Secretary of State. Sectlom 14602{a). The staff be-,
lieves that this can be made more clear. in the statute by adding the.
following definition:

5°5165. Principal executive office

5165. “Principal executive office” means the office of the
. nonprofit corporation designated in.rhe statement filed pursuant to
Section 14602.

Comment. Section 5165 makes cleé: that the “principal execu-
tive office” of a nonprofit corporation is simply the office se-
lected for statutory purposes by the nonprofit corporatipn. It
need not be the principal business office of the nonprofit cor-
poration, but it is the place where the corporate records are kept.
See, e.g., Sections 5267 (articles and bylaws kept at principal
executive offics), 6510 (record of members kept at princlpal execu-
tive office).

Defined Terms:
Filed, § 5148

Cross-References:

Statemeht'required'of nonprofit corporation, § 14602

Exhibit XV makes tbe additional suggestion that the articles and
bylaws be available to the general pubch. The articles, of course, are
a matter of public record and are avallable to the generai public at the
Secretary of State's office. The bylaws are not a matter of public
record, aﬁd thq staff can see no reason that the publie might have a
legitimate intéfestrin the Bylaﬁs of-a nonprofif cdrporatibn. .There
mipght be some basis in the case of a charitable corporation but there
the appropriate regulatory agency in Lheory represents the public inter-
est.

Exhibit XV also sugpests that the nonprofit corporation make avail~

able a 1ist of officers and directors. It notes that there 1is a state-
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ment filed with the Seeretary of State, but that there is no full list-—
ing. The Commission has previously made a determination that only the
name of the chief executive officer need be made a matter of public
record in the filing with the Secretary of State. Unless the Commission
determines that a more full listing of directors and officers in the
statement filed with the Secretary of Srate isg desirable, it would be
anomalous to require a nonprofit corporation te give any person who
makes a request such a listing. The major object of requiring a filing
with the Secretary of State is to provide a central public record that
the public can lock to for information.

The Commission's consultant, “ir. Dovis (Exhibit XX¥XVI--buff), sug-
gests there may be some constitutional difficulties with subdivision (b)
of Section 5267, which relates to nonprofit corporations having no of-
fice in this state. Mr. Davis argues that 1t would be unconstitutional
for California to assume jurisdiction over a dispute between a member
who lives outside of California and a corporation with no offices in
California. The staff does not see why this would be unconstitutional

--after all, ir is a Californla corporation.

4047965
§ 5268. Provisions effective only in bylaws
The Commission's comsultant, Mr. Davis (Exhibit XXXXVI-—buff),

would like to see included 1in the Comment the idea that a corporation
may have a third level of rules--membership rules that relate to par-
ticular activities but that do not rise to the dignity of articles or
bylaws. Iir. Davis states that, as a practical matter, most organlza-
tions do have such rules. The staff sees no problem with adding the
followlng language to the Comment:

liothing in thls section is intended to preclude the adoption by a

nonprofit corporation of rules relating to membership activities,

such as house rules, swimming pool rules, and other rules that are

not bylaws. Such rules may be adopted by a nonpreofit corporation
in whatever manner it provides in its bylaws.
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£ 9310, tontrol of coruorate affairs bv hoard

txhibit LVID (green) warns the Toumission that, in connection with
the delegation of corporate manarcment to a managesent conpany, the
Comiission may encounter a sdesire on the part of various legislators
that the books and records of the managenent company pertaininy to the
nonprrofit corporation Le open teo inspection, The commentator notes that
they are ot suggesting such a provision, but there Las been consider-
atlz controversy irn this area.

Perhaps the Comment should uote that all the rules applicable to
books and records of a nonprofit corporatien, including imspection
rizhts, apply to every unonprofit corporation regardless tvhether the
hoard of a nonprofit corporation may have delepated management responsi-

bilities to a managenent coupany.

317556

55314, umber of directors

Exhibit LX (buff) approves the provision permitting as feu as one
director of a wonprofit corporation. The commentator says .
I present the thesis that ion-Profit Lorporations function most
effectively as ‘Sole Corporations, ' vhere ‘'too mahy cooks spoiling
the broth  prove out multiplicity of Director's influences in
governing such :lon-Profit {orporations.
Exhibit LIV (blue) thinks the yrovision realistically recognizes that,
in many situations, the subterfuge of ‘“strav men” is resorted to in

order to attain the present inflexible ninimum.

4047098

o

3 5312, Term of directors

The Commission's consultant, . hitman, has pointed out that
Section 5312(a)(2) provides that 2 director serves until a successor is
elected and “qualified,” with no staturory meaning given to ‘qualified.”
Qualification is intended, the staff believes, td réfer to the process

ty which a director accepts election to the board, formerly féund in
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Section 8907, but omitted in the vresent draft. The staff sugpests that,
for purposes of clavity, the former language be continued by addinp to
Section 5371 a new subdivision {=}:
{e) A verson who is elected zs -lirector shall within ¢9 days
after notice of election accept the office eivher in writing or by

attending a meeting of the board, and fulfill such other require-
wents of qualificatior as the bylaws specify.

Commaut. Sublivigion (e} continues former !actionm 307(L),
applicable to unonpreofit corporations through former Saction QUO2Z.
- director holds office until a successor is elected and qualified.
section 5312(al(2).
The staif would add a cross-reference to this provision following Sae-

tion 5312 so that tle reference te gualification of Jirectors will he

clear.

404 [0

T 5313, Initial diractors

Under Section 5313(b}(4), the number of initial directors is the
number named in the articles, vhich under section 5250 may be as few as
one. #xhibit XIZ (blue) voints out that, if only one is named and the
one dies before executing the articles, the organizational expenses
incurred will be lost. ‘"hile this is true, the staff does not suggest
changing the statute to require o creater number of initial directors.
If more persouns than the decedent were involved in the formation of the
corporation, they can easily name a new initial director in the ar-
ticles,

The Comuission's consultant, . Yavis (Exhibit 2. X*VI--buff},
believes that the Com.ent to this section, as well as the Jomment to
Section 5253, should note that the number of directors named as initial
directors need not be the same as the permanent number of directors of
the corporation. This accurately states the intent of the statute, and
the staff will put the following language in the Comment:

The number of initial directors named in the articles may be one or

nore, but need not be the sawme as the number of directors of the
_nonprofit corporation.
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Loaf101

3 5314, Perspnal liability of directors

Section 5314 immunizes directors from personal liability for the
corporate debts. Lxhibit HI (bﬁff) asks "Shouldn’t there be some per-
sonal accountability requirement for directors?” The question evidently
refers to the possibility of piercing the corporate veil in appropriate
cases. The staff suppgests the addition of the following sentence to the
comment

Section 5314 does not In auny way atfect tle equitalle doctrine im

whicn the corporate emtity is '.isregarded” in order to fasten

responsibilicy upon the owners <sio are found to be the alter zpo of
the corporatiom.

0441533

3 3315, . wiltiple Loards

Both Lxhibits ¥3%I¥ (buff} and <0 XIIT (pink) express unfamiliarity
with any nonprofit corporations Having raltiple Boards.

Sxhibit L {rold) states ‘it is common ﬁith reference to nonprofit
corporations to have honorary directors. I think that there should be

-

some recognition of this category oi directors who way not vote and you
may not wish to include for purposes of determining a quorum, but who
you do want to have as a 'director’ of the nonprofit corporation.” Thae
staff believes that Scetion 5315, sermitting a nonprofit corporation to
have several boards, with specified authority, should be sufficient to
lagcomplish the result désired by ixhibit XX.

The Commission's consultaant, lr. Mavis (Exhibit H»-XVI--buff), sug-
gests the addition of a further provision that, if one hoard is desig-
nated as the ‘nanaging board,’ it is generally respomsible to the public
and the other boards are responsible only for the specific area desig-
nated to them. Presumably, x. Lavis would revise subdivision {c) to
read:

(c) Ti:e bylaus designate one board hawdng as the "managing
Lboard.”  Tie manajing soard shall uave all the authority of the
Loard of directors provided in this division that is not specifi-
cally delegated to another board.
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31/513

5 5317. “ote reguired for board action

The Commission's consultant, r. [ avis (Exhibit 0 0WI--huff),
states:

I think it would be advisable to state speciifically that
fdractors may not vote by proxy Lut must be present, excapt as

1.
provided in vection 533%. I think corporation law generallvy has
always held that directors cannct vote Ly proxy but it swould be
easy to include it somewhere.
In the staff’s opinion, the matter is not quite so simple. The various

Jurisdictions take diverrent views toward shether proxy voting by direc-

tors 1s permitted. 3oe discussion in Zleck, _‘on~Profit Cersoratioms,

Orsanizations, and aAssociations | 17 {3d od. 1874). 7The issue is

vwhether the director will be abrogating his duty of care by not attend-
ing and hearing discussion on au issus before casting his votz. 9Oleck
argues for permitting proxy voting:

Grants of general proxy povers uay be undesirakle for trustees,
or for nembers. Fut grants of specific, narrow proxy powers,
limited to specific issues, seem to he reasonmable. lindoubtedly,
the law should pernit such specific grants of authority to vote by
nroxy. In fact, as has been remarked, many organizations do allow

proxy voting by trustees (as well as by menbers}), with no objec-
tions and no harm done.

The writer has advised inclusion of proxy wotinpy power in by-
laws of non—profit organizations for which he has servad as coun-
sel. !lo case of objection or abuse, or trouble of any kind, has
resulted. The organizations concerned have found the provision to
be convenient. Uf course, the provision should be limited, not
veneral, in nature.

" There are threa ways to po: Vie can clarify the right to vote by
proxy, we can clarify the prohibition of proxy voting, or e can remain
silent. The staff is inciined to continue the Commission's present
posture of silence towards the issue of proxy voting by directors: this
w7ill leave the matter to case law development. The staff b=lieves the
cases will validat: prory voting un:’~r the statute as drafted, with
whatever limitations appear desiratkle in the context of the particular

cases as they arise,
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4047174

3 5320, owination of directors

Section 5320 reauires tnat the bylaws provide a reasonable means of
nominating persons for election as Jirector. "™e {ommission's consul-
tant, .. “hitian, raises toe guestion of the consequence of fallure to
so wrovide, Txhibit 1T {ilue) believes the provision is undesirable
because it will restrict the flexibility of nonprefit coruvorations and
because it vill generate litipation over what is reasonable.”

Tie Jonndssion vas aware of these yprollems when it adoptes tie
arinciple that a nonprofit corporation must provide a reasonahle neans
of noudnating people for directers. Tue Jomzission was responding to
raoorts of abuses in large monprotit corporations 1a which it wd; prac-
tically impossible to get a non-management candidate even nomiﬁated {lat
alone elected) as director. The arpuuent the Commissioﬁ found per-
suasive was that equitable principles require a reasonable meaﬁé of
nomination, a2s held by the courts, but tne absence of a statute codify-
ins these equitable principles necessitates appellate court battles to
establish the principle., odification of the primciple will enable
persons seeking to‘challenge the election procedure to have a clear
legal basis on which to proceed. Perhaps the following language should
be included in the Comnent:

Section 5329 codifies the principle that a nomprofit corporation

may not unreascnably restrict the right of uembers to nominate

diractors. DLraude v. lavenner, 38 <al. App.3d 526, 113 Cal. Zptr.

356 (1974). Under Sectiom 5320, a court may find the electoral

orocedures of a nomprofit corporation that fails to provide a

reasonable sseans for nominating directors unlawful and may impose
such requirements as it considers reascnable. Ibid.

4944110

4 5321, ilection of directors

[xisting law prohibits cumulative voting in nonprofit corporations
unless the bylaws provide for it. Section 532:{c} continues this rule.
Txhibit IV (areen} approvés this rule noting thé significant differ-
ences between business and nonprofit corporationé which militate against
cumulative voting in nonprofit corporations, such as the fact that the

board may be based on the representation of geographic, ecomonic,; or

professional interests or cxpertise.
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4041124

2 5323, eclaration of vacancy by boaxd

Ariong the prounds on which the toard may declare the office of a
director vacant is that the director has been 'declared of unsound nind
ty an order of court." Ixhibit VI (yuollow) unotes that this language
perpetuates an adbiguilty of existing law in that, when a conservator or
ruardian is appointed, there is not necessarily an adjudication of
mental incompetency. The commentator recomtends adoption of a more
obicctive standard such as the appointrment of a2 ceoaservator or puardian.
Jue Conwission's consvltant, v, avis (Gxhibit N<Z VI--iuff), also

notes that the terin "unsound mivd” is awbicuous and sugrests substitu-
tion of the word "“incouwpetent.”

The staff agrees that these changes would be desirahble; it is
theoretically possilble that 4 serson wno has a guardian or comservator
appointed night nonetheless be covpetent to serve as director, bat the
staff believes this would te a rare case. The staff would add the
following subdivision to Section 533Z3:

5323. The board may declare vacant the office of a director
in any of the following cases.

{a) The director has been declared incowpetent or of unsound
mind by an order of the court,

* B i =

{i) A conservator or puardian of the person or estate of the
director has been appointed.

31/507

5325. emoval of directors

The Tommission’sz cousultant, 'rv. oavis (Exhibit O VI--buff), ob-
serves that subdivision (! sermits an action for removal of directors
by 1J percent of a class and sugpgests that this should really be 1y per-

T

cent of rhe ::embers unless elected by classes. This provision has
troubled the staff in the past even though it is drawn from the new
tusiness corporation law, The staff thinks the provision would make
more sense the way ., Javis suprests and would revise Section 5325(0)

to Tead:
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(L) The supericr court of the proper county. in an action by
19 percent of the members , or vhere the iirector is elected by a
class, gz_l@ percent of the newbers of the class, may remove 2
director from office for fraudulent or dishonest acts or Sross
abuse of authority or dlscrutlcq with reference to the nomproflit
corpeoration.

pxhiblt XaXVIT (blue--.tLtoruey imeral) sungests that the Comment
‘rafer to any authority the Attoruey ieneral may have to secek court re-
mopval of directors_of charitatle torgofafions. e staff sugzests the
{olloviﬁg langﬁage Le adﬁed to the Lomnent;
cothing in this section limits any authority the Attorney
semeral way lava to seak by court action the rewoval of a director

of a nenprofit corporatiom orpanized for charitable purposes in
appropriate cases.

317500

3 5330 et seq. . ..eetinzs of directors

dxhibit, LVIL (white) states, Some consideration should be given to
a provision that newbers have a right to attend meetings of directors,
anless the bylaus provide otherwise (a kind of "Sunshine Lav" for non-
profit corporations).”

The .only problem the staff has with such =2 erVlbiOH 15 the problen
of notice of meetings to members. 'ith a simplified forn of notlce,
such as posting in the principal executive office, a right of members to
attend board meetings (subject to bylaws limiting the right) could be

feasible., & provision tec implerent this concept could read:

5 $330.5. enbers' ripht to attend meetings of directors

5330.5. Lnless the bylaws provide othervise:

(a) lUotice of meetings of the board shall te given to the
zembers by posting at the principal executive office of the non-
profit corporatiom. Tihe notice shall be givern at the same time as

notice is given to directors.

(b} .icetings of the board are open to votding wemters of the
nonprofit corporation. ' : :

Comiient. Section 5334.3 is new. The riznt of meubers to
attend meetings of the board is subject to linitation in the Lylaws.

7=



4041120
5331. Czllrof ieetings

Tie new business corporation law provides that meetings of the
board may be called by the chairman of the board, by any two directors,
or by the president or any vice president or secretary. “he Comudssion
considered adoption of this scheme, but determined to perwit -.cetings of
tie hoard to be called only by the board (subject to the bylaws} on the
theory that one person should not be enabled to thus control the board.

txhibic AIII (gold) disagrees with this decision, noting that
nonprofit corporations are uo different from business corporations in
this vatter. I Zo uot know how the directors could call a meeting
unless thev called the oeetlng at a revious neeting or by unaniumous
actiop without a rweting. Tt seems co e that the only practical way is
for officers to call the meeting with the directors also having the
right to call a special aeeting.  Exhibit X JIX (buff) also states, it
has been wy exparience that meetings are called by the president or two
or more members of the board.” Aad the Commission‘s consultant, .
Davis (Exhibit XXONVI--buff}, fsels liketrise,

The staff agrees with these comments, and would adopt the scheme of
the business corporation law. The staff does note, however, that under
the Comiission’s proposal a nonprofit corporation may provide for call

of weetings by officers in its bylaws. Adoption of the business law

rule would vield the following provision:

5 5331, <Call of meetings

3331. lieetings of the board may be called by the chairman of
the board or the president or any vice president or the secretary
or any two directors.’

This provision would be subject to contrary provisions of the bylats,

4044125

5 5332, otice of umeetings

Section 5332(d) provides that a notice or waiver of notice of a
meeting of the board need not specify the purpose of the ueeting. This
contrasts with the requirements for notice or waiver of notice of spe-

r

cial meetings of members. Ixhibit 17 {gold) believes that the Tule
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applicable to membters should apply to directors as well-—the specific
purpose of the ..eetin; should be set forth. The commentater gives no

specification of reasons.

404/ 13D

S 5336, ‘orun of directors

The business corporation law pernits the tylaws to lower tie re-
quitement for a cuoruwm of Jdirectors to one-third the authorized number
of dirsctors or tvo (vhichever is larger), unless the authorized nunber
of directors is one, in vhich case s quorur is ome. oection 9336 per-
rits the bylauws to lower the juorum requirement without limit,

Cxbiibit . (gold) recomrends that the nomprofit corporation law
provide the same gquorum redulreients as the business corporation law,
sirectors are held to the same standard of care and should be expacted
to attend meetings. .loreover, to veriit a low cuorum om a larze board
of directors enables 'a suall coterie of officers to decide what the
nonprofit corporation would do.” ixhibit NHLVIII (o0ld) also believes
in a mininum quorum requirement. The commlentatolr believes no public
service is dome by having nonattending directors. "Small inbred groups--
perhaps even just an executive director-—-are saddled ®rith more responsi-
bility, control and opportunity for abuse than they want or should
have.''

“The staif notes that Scction 536 continues existing law as drafted.
Iuposition of a miniwum guorum, such as that of the new buslness corpo-

ration law, could necessitate bylaw amendments by some existing; non-

asrofit corporations.

3:1/509

© 5339, ‘Iritten consent to action without a ®eeting

fxhibit LYI (blue) comments, '[Tihe liberalized provisions permit-
ting action by the corporation by coansent of the Jirectors, the obtain-
ing of such consents and the nuiber reguired should nake the nanagement

of charitable cotporations’ affairs considerably more convenient.”



404 £ 139

53349 et seq., Provisional directors

txhibit IV (wvhite) thoroughly sprees with the Commission's pro-

rosals relating to provisional directors.

Lo4f 144

Y 5343, ipnts and powers of orovisional director

The Zomsission's consultant, ', hituvan, has made the following

-comiaent 2

Tiils section, like former Gection 817 and new general corpora-
tion lawv Zection 3Du, prowides that a provisionsl director loses
fis powers when “the conditions . . . 0o lonzer exist.” This is an
1lternative to remeoval by order of the court or by najority of the
voting powver. It seeus to me that this is a very unclear standard
to use. Lf it were deleted, a provisional director would retair
hais rights and powers until the court or the members decided other-
r7ige. 1 think we should consider whether this isn't preferable.

The staff agrees that the hrase ‘until the conditions of subdivision

{3) of Dection 5341 no longer exist or’ should be deleted.

LO4F163

% 5354, weetings of committees

xhibit WIX (blue) believes the use of the Latin words 'mutatis
mutandis” should be eliminated; they serve no useful purpose. It the
Comiission desires to eliminate the phrase, the staff would substitute

for it, "with necessary changes having been wade in the language tiereof.”

1i/512

J 5381). Corporate officers

txhibit AN SVILT (-0ld) would like ro see a provision authorizing
the corporation's bylaws to use terms other than those listed and to
nrovide that they are the equivalent of those offices listed for all
purposes under the law. The staff notes that Section 53266 permits the
bylaws to provide for, among other things, the "official designations”
of officers, and the Comment to Section 53530 refers specifically to this
provision. 1f the Cowmr.ission desires to make the cross-reference statu-

tory, this could be done by anending “ection 5360 to provide that i
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nonprofit corporatiom shall have all of the following officers, with

such titles as the bylaws provide”.

404/152

2 5381, Chief executive officer

Sxhibit {MIX (buff) notes that nonprofit corporations mey be
unfaniliar wvith the concepst of a chief executive officer as opposed to a
nresident, and so on. The staff notes that "chief cxecutive officer’ is
a defined term. In order to clear up any possible confusion, the staff
1711l make an effort to assure that, in any section in which the term is
used, there is a cross-reference to Jection 5351 which defines clief

executive officer as the president or chairman of the board.

£N41170

5 5362, dalection of officers

sxhibit XIT (blue} states that Sectior 5362{a) relating to service
of an officer at the pleasure of the board, subject to the rights of the
officer under a contract of employuent, should conforr to the comparable
provision of the tusiness corporation law. As the staff reads the
husiness corporation clean-up hill (final awended version), “ection
5362{a) is virtually identical to the first sentence of Section 312(L).
The second sentence of Sectiom 312(h), with which Exhibit ¥IT is alse
concerned, is continued in Suction 5363.

Subdivision (b} of Section 5362 states that any number of offices
uiay be held by the sameréerson. This changes existing law although it
is the same as the new business corporation law. lhzhibit X iT4 (buff)
says that people accept the idea that there should be sone division
between “the president who vuns the organization and a secretary vwho
keeps the records, They dislike one -wan rule particularly.” The staff
notes that Zection 5362 permirs the bylaws to require separate persons
to hold corporate offices; the effect of subdivision (1) is simply to
permit consolidation if the corporation seo .desires.

txhibit LVII (white) sees the need for permitting nonprofit coroo-

rations, particularly snall nonprefit corporations, to have some means
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of selecting officers other than appointment by the board. The com-

mentator proposes languaze to tie effect that "Mothing in this division
prohibits the bylaws from providing that officers are chosen by the
nembers for specific terms and that officers serve ex officilo as direc~
tors.” Tue staff notes that Socction 5362 would permit the bylaws to do
precisely this. The staff has no problem with putting the suggested

lanpsuage in the Comment to Gection 5302,

SGafl7E

s 23t3.  esignation of officers

Soctiom 5383 permits the bylaws to specify 2 notice period (aot
axceeding 30 days) before the resignation of an officer becotes effec-
tive, Lxhibit X {IX (buff) disagrees +ith the notice provision and asks
how it will be enforced. Fxhibit W1V (vhite) sces no reasom for resig-
nation to Le subject to delay: the Comuission’s reason~--that the non-
profit corporation will have an adequate opportunity to replace the
of ficer--is no wmore applicable to nonvrofit corporations than to busi-
ness corporations,

The Commission's consultant, ‘ir. lavis (Exhibit £ . VI-~buff), suc-~
gests that the 30-day notice period for resignation of officers parallel
the 30-day notice period for resignation of directors. .e would take
the 30-day provision out of subdivision {(a) and make the following new
subdivision:

{b) The resignation is effective upon giving the notice, or
after such period not exceeding 33 davs as is provided in the
bylaws, unless the notice specifies a later time for the effective-
ness of the resignation.

L I04f173

s 5370. uty of care of directors

Section 3370 imposes a flexible standard of care on directors,
kased on that of the new business corporation law. Ixhibits A IV
{zreen) and LLI (hluc) believe this standard is appropriate for non—
profit corporatiomns. Ixhibit LIT (psreen) states that “the enunciation
of the flexible standard of care for directors may help to bring more

predictability into that area.”
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+xhibit XI asks, "Should some provision be made for liability and
removal because of failure to perforn, absenteeisr, and neglect of
Auties?” The staff agrees that Sectiom 5370 as Jdrafted would not impose
liability for faillure to perform, absenteeism, and neglect of duties,
0f course, a unonprofit corporation could make these grounds for removal
if it so desired. Section 32667a). “he staff belleves this authority

is sufficient to take care of the problen.

3./514

o 53371. Tramsactions involving interested directors

Soth Exhibits IVILI (blue—-—Atforaey General) and LIV (Llua) wake
the argument that Jectiom 537, which wvalidates transactions involving
interested directors, should not Le applicalle to charitable corvora-
tions or nonprofit corporations iolding sssets on charitable trust to
the extent those assets are affected by tha conflict of interest.
Exhibit LIV points out that the safesuard of Section 5371 (approval by
the wempers) is not present in many charitable corporations where the
directors are the members,

Section 5371 could be made subject to Sectiom 5569 {duty of care in
management of charitable property) in the same way that fection 53370
{zeneral duty of care of directors) is subject to Section 5560. ilx-
hibits Z.-3VII and LIV point out that the same arguments also apyly to
Sections 5372 (transactions involving common directors) and 5373 (loans
to officers and directors). “hatever actlon the Commission takes with
respect to Dection 5371 should also be taken with respect to Sections

2372 and 5373.

2314941

> 9373, Loans to directors and officers

Saction 5373 prohibits loans to directors or officers of a non-
profit corporation with certain exceptions, inéluding loans made to
officers pursuant to an employes ! enefit plan., Oxhibit XVIIT {buff)
believes the saction should be expanded to validate \participant loansg"
from a qualified plan under :action 4.1 of the Internal ‘evenue Code as

defined under Section 4375(i3{1) of the Internal "evenue Code. Txhibit
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X. (gold}, on the other hand, feels the section should he elininated
altogether; it is improper and could encourage potentially wronpful
conduct,

the staff believes the loan provisions serve a useful function.
They are linited to situationz wherz : loan is clearly appropriate.
ixhibit LII (rreem} notes that the corporate ability to adwance ordi-
nary business expenses seems to bring the code more in line with practi-
cal reality.” The staff believes tnat ''wicibit “VIIT -.as siisintercreted
the effect of Jection 5373. 't does wot iimit loans uade frow hapefit
plans, as tihc commentator aypears to assw.e, but only loans &y the

reve
1)

wonprofit corporation. The staff lelieves that no action is necessary

—-

to achieve the result sugrested by the cosentator. The staff plans to
add language to the Corment to make clear that Seetion 53773 limits only

loans by a nonprofit corporation.

3i/s1t

5 5374. Illegal distribution or loan: derivative action against
iirectors

#xhibit LII (green) states that “the directorial liability for im-
vroper loans is a welcome sight.”

Exhibit S{UVII (blue-~fttorney Ceneral) notes that Section 5374
sets forth the liability of directors for an illegal distribution and
sets forth limitations on that liability. "~I7f this is intended to apply
to charitable agsets or the assets of a charitahle corporation, it is a
severe erosion of existing law, and we will be opposed.”’ The staff {ig
at:a loss to understand this comment: Section 5374 authorizes a Jeriva-
tive action by creditors and meubers to recover fuproper distributions
from directors. It comsiderably expands this recovery risht over former
Sections 823-429, in particular eliminating the vrereguisite that the
illegal distribution be "vrillful or negligent.” See former Scetion 325
(cld General ZJorporation Law). lection 5374 is not intended to be
limiting, but rather to expand the available remedies apgainst directors
who abuse their office. ‘ernaps it should be made clear in the flomment
that Section 5374 éuppleuents, and does not replace, any other available

remedies,
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53480 et seq. Iudemnification of corporate arents

Ixhibirs IV (white) and LII {(~reen) sagree with the provision for
liberalized indemnification,.
Yxhibit XI (buff) believes the law sihould not authorize indemnifi-

cation for attorney's fees "wvithout limitation.” %Sce Sectionm 5350(L).

ute could be clarified by the following amendment:

{(»} "dxpensos” Includes withous limdesedon , ut is not liu-
ited to, reasonabla attorney's fees and emy expenses of estab-
lishine a rigat to indesmification under =ction 5383 or subdivi-

sion (=} of Leerion 5334.

o ¥xbibit o] (zold) balieves that a foundation manager should not be
indemnified for expenses incurred in defending against violations of the
Tax cefori "ct of 1369 because that is not “appropriate.” The staff is
unable to draw the szme distinction drawen by xnitir . arons the
various types of actioms in vhich a corporate agent may he involved.

The staff believes the saferuards provided in lections 5321 and 5384 are
adequate: iIndemnification may be made ounly if the indemnitee acted in
«ood faith in a ianner he reasonably believed to be in the best interest
of the nomprofit corporation and only if approved by the members or
directors of the nonprofit corporation (excluding the vote of the person
to be indemmified).

vxhibit £ 2aVII (blue---Attorney Gomeral) is concerned witb insur-
ance for and indemnification of directors of charitable corporations for
actions which constitute a breach of duty. "If the director of a chari-
table corporation performs an act vhich constitutes a breach of trust,
we are opposed to his being iundermified from charitable assets either
directly or Indirectly throupgh insurance.” The cormentator zoes on to
state that it is really a uroblen of defining the line between permis-
sible and imperiissible indemnification.

foain, indemnification under the statute may only Lz made if the
persoa to be indemnified acted "in pood faith and in a manner the person
reasonably believed to be in the test interests of the nonprofit corpo-

ration." Sections 5331 and 5347. In addition, indemnification is
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required where the indemnitee has been successful on the nerits im
defense of a osroceeding. fectiou 3303, Tue staff gzelieves that this is
adequate protection Lnr charitable corporations in the case of direct
indemnification. iIn the case of insurance, however, the staff believes
there nay Le a legltimate problem since Sectlon 5383 permits insurance
for liability ‘‘whether or not the neanprofit corporation is authorized
under this article to indemmify the person against the liability."
Terhaps this section could be revised to vead:

53853, {a) A nonprefit corjporation may vurchase .ad snintain
insurance on behalf of a persoun against any liahility assertad
againgt or incurred hy the ;erson as an agent or arising out of the
person’s status as an agent .
(1) Lxcept in the case «f a nonprofit corporation organized
for charitable purposes, this :ection aspplies chether or not the
nony.rofit corporation is authorized umder this article to indemmify
the person against the liability.

23/764

5385, Iasurance for corporate asents

The tCommission's censultant, .x. cavis {(Exhibic X5 VI--bhuff), asks
wvhether this section means that a wvonprofit corporation nay pay for
insurance covering damages as well as expenses, as it appears to. The
staff agrees that the provision is unclear. t is drawn from former
section 830(%) (old General Corporation Law), which in fact permitted
insurance for any "1iability or loss”, including, but not limited to
“judgments, fines, settlements, and expenses incurred in defense”. The
staff believes the words "or loss” should be reiunserted in the text of
the statute and plans to include the illustrative listing of "judpments,

fines, settlements, and expenses incurres in defense” in the Comuent.

L9330, Indemanlfication of estate of deceased agent

The Comvient to this seciion erroneously states that no couwnarable
provision is found in prior law. Ir fact, Section 333{r,; of the old
Jeneral Corporation Law does extend the indemnification provisions to
the estate of an agent, ihe staff sujgvests that the text of Section
5399 be replaced with the text of existing law:

5395, This article applies to the estate, executor,; adminis-
trator, heirs, legarees, or devisees of an agent, and the tern
"person’ where used in this article includes the estate, executor,
administrator, heirs, legatees, or devisees of the agent.
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3 5410. ‘lembers

Exhibit X (green) sees the need teo permit a nonprofit corporation

to have members who may hold more than one membership. This has been
accomplished in Section 5410. Exhibit XII (blue) believes the presump~-
tion agailnst nonnatural persons as members should be reversed, so that
the rule is that nonnaturzl persomns may be members unless the bylaws
praclude them. The Comnission had already determined to make this
change at its September 1975 meetiung.

Exhibit XXXIX (buff) addresses the more philosophical question of
the relation of a member to the organization, and suggests adoption of a
provision that a person who agrees to be a member or who pays membership
dues is bound by the articles and bylaws of the corporation. The staff
does not believe such a provision would be advisable: (1) It is cer-
tainly the rule absent a statutory provision that a member is bound by
the rules of the organlzation so long as he remains a wember: (2) adop-
tion of a provision defining when a person becomes a ''member’ for pur-
poses of being bound by corporate rules may unduly restrict the manner

in which “"members” are acquired in some types of nonprofit corporations.

4041176

§ 5420 et seq. Issuance of memberships
The Commission's comsultant, 1r. Davis {(Exhibit XXXA{VI--buff),

believes there should be an initial Comment that this article does not
affect corporate securities matters as to memberships. The staff agrees
that thils would be useful, and suggests the addition of the following

language:

Comment. Article 2 {commencing with Section 5420), which
relates to issuance of memberships, governs only the internal
affairs of nonprofit corporations. It doés not affect in any way
the coverage of the Corporate Sccuritles Law, which may in an
appropriate case be applicable to the issuance of memberships in a
nonprofit corporation. See, e.g., Silver Hills Country Club v.
Sobieski, 55 Cal.2d 811, 361 P.2d 906, 13 Cal Rptr. 186 (1961).
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424, ‘wdeemable nemberships

The tentative recommendation provides for redemption of emberships
in nonprofit corporations, noting that existing lav is unclear whether
this is peruitted, and stating that redemption is "appropriate™ for
nonprofit ceorporations. xhibits .G{-..I {:0old) and X .. III (oink-~State
Board of {'qualization; both believe strongly that it is improper for
charitabile corporations to make redenntions. Exhibit % .UI states "I am
not in favor of amy charitable nonprofit corporation in any ray rein-
bursing or distributing te any uembers any part of the assets'’': " xhibit
. 4111 states "I don’t belizve a raquirement that such redemptions are
alliowable if not made pursuant to a2 plan to distribute sains, profits or
dividends will provide the vrotection heped for.’ In addition, ixhibit
¥IV (white) believes that redeewable nieaberships should not be permitted
whether the corporation is charitable or siuply nonprofit.

The staff does believe that redeemable wemberships may he a useful
device for some tyves of nonprofit corporatioms, particularly in ena-
bling them to get started. If the Coumission desires to preclude its

use by charitable corporations, Ssction 3422(a) could be amended to

read:

{(a) Pursuant to its bylaws, a nonprofit corporation other than
a rnonprofit corporation orpanized For charitable :urposes nay issue
memberships or classes that are redeemable, in whele or in part.

The Comuission’s consultant, "r. cavis (Exhibit * 1VI--buff),
calls attention to subdivision {c} which precludes issuance of member-
ships redeemable at the option of the holder. e does not 'understand
what public policy is offended by permitting such redemption.”

Subdivision (¢} is drawn from the existing General lorporation Law,
and the existing provision is continued in the new business corpoeration

n

law. ! Ballantine & Sterling, California Corporation Laws I 144 (foot-

notes omitted) states:

fsaong the powers of every corporation is tle power, subject to
the provisions of its articles, to redeem shares thereby made
subject to redemption. ‘fowaver, compulsory redemption provisions,
enforceable at the ovtion of the shareholder, are not allowed under



the tlalifornia law, "o sharcholder can be ziven no right in the
articles to coms2l a return of his investment either in common
shares or in preferred shares, Such provisions are recognized in
wiany states as to preferred shares but are dangercus and ill-
advised. Uxauples of the harsh working of compulsory redenption
peovisions may be found in the reports.

404 135

s 5423, Tartly paid mesberships

iixhibits ZIV (white) and { IS (.uff' approve the provision author-
izine issuance of partly pnid memberships, Zxhibit L. IZ suspests,
however, that a member should have no menbership rights until the mew-
bershiy is paid in full. <‘he stafifi does not agree: this would destroy

the usefulness of the provision.

4041152

5 5424, ienbership certificates

ixhibit XXIV (green) approves tiae distinction between :embership
certificates and identity cards implemented by Section 3424. The com-
mentator suggests, however, that the section or CTomment be expanded to
make clear that the property interest referred to is only a “current”
interest and not one contingent upon dissolutilon. The staff does not
believe thils is the intent of Section 5424: if a membership is trans-
ferable and is evidenced by a certificate fhat represents a property
interest in the corporation of any type, ZJection 5424 is intended to

anply.

3 5433, Lliability of transferee with kpnowledge

The Conmission's consultant, .. Havis {Exhibit ¥ ZWVI--bLuff},
notes that the narenthetical information in Section 5433 is redumdant,
intended only for crosg-referencing ourposes. The staff does not be-
lieve it should bhe deleted, however, since it makes the interrelation of
Sections 5432 and 5433 easier to umderstand in what seems to us a rather

complex statutory schene.



404285

3 5441, Termination of wmeubership

-

Tthe Comuission's consultant, "'r. lavis (Exhibit X0 VI--buffy,
helieves there should be a specific statutory reference In Szction 5441
to the notice required in the case of a termination of newmbershis pur-
suant to Section 5511 (failure tc pay dues). As a natter of drafring
techmique, the staff considers this inadvisable, the provisions of
Section 551l .:ay change, and 2 general reference to the section is

adequate; morsover, the Coirient rakes specific reference to the notice

rercuirement of Section 5511,

30/942

5442, ffect of terwination of membership

Sactions 5540-5543 provide the rules, absent provisions in the
bylaws, for transfer and termination of membership (including with-
drawal), as well as the effect on property rights of termimation {in-
cluding termination by death). “xhibit VILII (eold) argues at some
length that i:embers should be better protected than they are under
existing law (which is gemerally carried forward in the proposed legis-
lation): in fact, this writer argues that a wmember should have an abso-
lute right to payment of all of his equity’ investment and repayment of
all loans within 30 days of termination of membership, at a price to be
set by tlie wember.

The Commission and the staff spent significant time on this point
turing the drafting process, aided by an earlier letter f{rom the same
writer. A draft section protecting proprietary rishts of a member upon
his death was vrepared and reviewed Ly the Commission. It was decided
at that time to continue existing law, leaving such protection to the

bylaws.

4347239

5443, ‘Hthdrawal of members

Gection 5443 permits a member to withdras from a nonprofit corpora-

tion upon 30 days' notice unless the bylaws provide a procedure for



vithdrawal. “xhibits 41, (hlue), <.II (pink),. and <01 (ereen) siake the
sodnt that permitting withdrawal of necbers in a homeowmer's association
could have crippling effects on the viability of such nonprofit eorpora-
tions. “hey recommend that homeowners' associations be excepted form
the provisions of fection 5443, The staff agrees with this recomnen-
dation.

fxhibit .11 wakes the additionsl observation that Juction 5443
merely provides for withdrawal on 30 days® notice absent a withdrawal
procedure in the bylaws but thst the section does not specify the waxi-
iur nctice reguiremeunt that may be imposed by the bylauvs., The comnen—
tator supgests that a statutory waximum be included. The staff believes
this would be inadvisable: we cannot foresee the different circuistances
of the ionuuerable different types of nounprofit corporations. As oripi-
nally drafted, Section 5443 required the bylaws to provide a “"reason-

able withdrawal procedure: the Commission deleted the ‘reasonable’
requirement so as to avoid litigation over this wvery issue. In fact, of
course, the bylaws are always subject to equitable requirements of
reasonableness,

rxaibit XiL 1rakes the additional observation that the statute
indiseriminately makes use of the terms “vithdrawal,' 'terininate,” and

Ysurrender,'" causing confusion as to nuances of meaning. The commen~
tator suggests that a single terminology be used throughout. Tue staff
agrees with thils suggestion.

s amended to accomplish the changes suggested, 3ection 5443 would
read:

5443, (a) Unless the byvlaws provide a procedure for witrdrawad
ef wembers termination of membership by members , a member may
suspender terminate nmembership upon 30 days' written notice to the

nonprofit corporation. This subdivision dces vot apply teo neuber hip
in an owners' association as defined in Sectiom 15012,

(b} Unless the bylaurs nrovide otherwise, saer¥endes termination
of memberghip terminates all future rights, powers, and ohligations
of membership, but does not terminate the members' liability for
dues, assessnents, feses, charges, or other obligations incurrad
prior to supremder termination



4340200

3 %4530, “iocord date

Section 54530 wrovides for a record date for the purpose, among
others, of deteruining an ‘ullotment of rights.” The Comrmissilon's
consultant, T. Uavis [Exhibit 77 VI—-buff}, belisves this is not
appropriate to nouprofit corverations. I thin: an allot ent of rights
is like a stock vight, which does uot exist under our law.” Tnc staff
believes that s nonprofit corporation may have an alloiwent of rights,
2.0., 4 right to distribution of assets on dissclutiom. ..ovever, the
staff has no streng objection to deletion of subdivision (¢} since
arguably subdivision (d) ("exercise rizhts in raspect of any other lawful

action') covers the same ground. If subdivision (¢) of section 5450 is

deleted, subdivision (c) of %sction 5457 should also be deleted.

25 /766

"3 5451. suthority of board to fix record date

Section 5451 permits the board to fix a record date. FExhibit LVIT
(white) states that comsideration should be given to allowing the record
date to be set in the bylaws. The staff thinks this makes sense. Sec-
tion 5451 could be amended to read:

5451. (a) The bylaws may nrovide, or the board may fix, in
advance, the record date.

(b) The record date provided by the bylaws or fixed by the
board shall be:

(1) In the case of a meeting, not more than 40 nor less than
13 days prior to the date of the meeting.

(#) In the case of any other action, not more than 67 days
prior to the actilon.

A few conforming changes would have to be made here and there in the re-

mainder of the record date article.

4064/292

T 5452, Hecord date where board does not fix date

3ection 5452 provides a record date for determining members en-

ritled to notice of and to vote at a meeting, in cases where the board

dy P



nas failed to provide a record date, of "the business day next preceding
the day on which notice is given.  Fxhilbit <V {pink) Leli=sves that this
provision is i1mpractical aud will handicap corporations which must do
spme preparation for giving notica. The commentator sugrests that a
pariod of 19 days prior te the day on which notice is ziven would be &
more rational tiie period.

The staff agrees that this would be 2 wore appropriate period for
nonprof it corporations, which ay in many cases fail to set record

dates. The staff would anend Szetion 5452 to read:

2452, 1If no record Jdate is fixed by the board.

t+¥ (a) The record date for deternining nembers entitled to
notice of or to vote at a neeting of aembers is the close of busi-
riess on the tenth business day nese preceding the day on which
notice is given or., if no votice is waiwed required to be siven
the close of business on the business day next preceding the day on
vhich the meeting is held,

Dl o - P WL
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5512, Levy of assessments for capital inprovenmants

Section 5512 allows a member to escape a levy of assessment for
capital improvements by proupt withdraval from menbership. Tae Cormis-
sion adonted this section lLecause of existing case law wnich appears to
bind 3 wmember for any assessnents uade before termination of werlarship,
whether or not the member will ever bensfit from the assessments.

dxhibit T (rold} argues that this section should not be used to
allow a ember to withdras z pledge vhich has been uade to a charitable
organization znd relied upon by that organizatioa. T.e staff does not
believe that Section 5512 covers such a situation. 7The staff proposes

to add the following sentence to the Zomment to make this clear:

It should be noted that lection 5512 provides ounly for avoidance of

certain capital improvement assessments upon withdrawal of a men-

ter; it does not affect any other obligations to which a member way

te liable. Section 5443 (h}.

txhibits XIX (blue), ¥II (pink), VI (blue), and ¥ .I (gsreen; all
argue that this section is inappropriate in the case of a condominimum
or homeowners' association which is specifically set up in order to levy
and collect assessments for capital improvements and maintenance of
common grounds., Iu general, the responsihbility for such assessments is
set forth in a deed or declaration of covenants and restrictions re-~
corded at the time of development of the condominimum or subdivision;
the nonprofit corporation is normally set up simply to adwminister the
comion ares and the assessment procedure, Thus, it is arguable that
Section 5312 does not in fact extinguish these liabilities which are
created by recorded deeds or declarations rather than by nembership in
the nonprofit corporation.

llowever, the staff agrees with the recommendations made in these
ietters that this should be clarified. The staff recommends that a new

subdivision (1} be added to this section to read as follows:

assoclation as defined in Section 25012,

byl
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2 5520, Subventions authorized

vxhibits III (preen), *. {gold}, and X{XI (gold) strongly ajzree
with the Tormission recomuendation that the subvention provisions not be
included in the proposed legislatiom. They note that subventions are
merely forme of debt and should e called such. Ixhibit ¥ 2.1 (mold}
states ‘Iv ny opinion the issuance of such certificates for any grant or
loan to the corporation which would drawv interest could be abused he-
cause it provides a loop--hole for the distribution of properties or
income.” Exhibits XTI (buff), .4 .I< (buff), and the Commission's consul-
tant, ir. vavis (Exhibit I .. VI-~buff}, appear to approve of the subven-
tion concept on the grounds that it will do no harm and it may add
“definiteness and certainty” to the lau.

The staff continues to recommend that the subvention article is
unnecessary and might be interprated as being restrictive of the financ-
ing devices available to nonprofit corporations and should, therefore;
not be included in the proposed lepislation. The same analysis applies
to the suggestion im ixhibit XI (buff} that “capital comtributions™ e

codified.

30/945

3 55325, dedemption at option of holder

The Commission's consultant, ir, lavis (Exhibit X XZVI--bufi},
points out that Section 5525, authorizing subventions which are redeem=
able at the option of the holder, is inconsistent with Section 5422(c),
which specifically prohlbits memberships redeemable at the holder's
option. iir. Davis recommends the deletion of Section 5422(c).

Section 5422(e) continues existing law and 1s comparable to the new
general corporation lav provisions limiting the issuance of redeemable
stock. %ee discussion, supra. Cection 5525 is taken directly from the
dew York law establishing the subvention concepti- it is.inconsistent
with existing and proposed rules on redeemable uemberships. The staff
sees no harm in this inconsistency. If it is determined, however, to

bring the two sections in harmony. the staff recommends that Section

el Gom



5525 rather than Section 5422{c) he deleted. this ill do less violence
both to existing law and to Lhe congruence betwzen the new ieneral

Corporation Low and the proposed nonprofit corporation legislation.

IS4G

552%, fficer's certificate

Sezetion 5529 requires that an officer’s certificate, including the
board resolution establishing the terms and condition:s uvon which sub-
ventions are to be issued, be filed -7ith the Secretary of Jtate. The
Coumission's consultanmt, ‘. avis (Exnibit WaVI--buff)}, arcues that
this provision, parallel to siuilar requirements in the Seneral Corpora-—
tion iaw, should not be indluded here bacause the articles of incorpora-
tion of a nonprofit corporation need not set forth its capitalization
{as is required of a business corporation;. The staff believes that .ix.

Mavis is correct and recommends that sectilon 552% be deleted.

354747

7 5530, Consideration

Section 5530 specifies acceptable consideration for the issuance of
debt instruments by a nonprofit corporation. ixhibit {TX (.lue) argues
that a corporation with charitable purposes should be empowered to issue
debt instruments for any consideration it considers acceptable or for no
consideration at all. The writer believes that supervision of chari-
table corporations by the Attorney General is enough protection to the
public or its members.

This question was considered by the Commission in connection with
the sections relating to valid consideration for the issuance of a mem-~
bership and for subventions. ~t that time, the Conmission determined
that memberships and subventions may be issued for “such consideration
as is specified In the bylaws or as is determined pursuaat to authority

contained in the bylaws,” with the judgiient of the board of directors as
to the value of such consideration to bte conclusive in the absence of
fraud (Gections 5427 and 5521); the Commission suvecifically decided,
however, to retain the stricter requirements of Jection 55330 for indebt-

pdness. The staff sees no reason for imposing these different require-

ey



ments for consideration for the issuance of debt and, therefore, recom=-
mends that the language of Seetion 3330 ke revised to foilow that of
sections 5420 and 5352.. As so rewvised, Sectiou 553C(2) wuld read:

(a) bonds or other evidences of indebteduess may be issued for
such consideration as is specified in the bylaws or as is deter-
tined pursuant to authority contained in the bylaws,

357948

w. 2350=5552, Payments to ..embers

exhibit I (buff} approves of the explicit solvency requirements of
these sections.

Exhibit .01 (pold) argues that » member holding a subvention should
not be able to resign and thus avoidl the restrictions upon payments for
subvention redemptions set forth in lectior 555i. The staff does not
believe that these sections should he rewritten to extend their coverasze
to former wmembers. If a newber wishes to resign and give up the bene-
fits of membership, he should be free of its burdens as well. It should
also be noted that there are separate financial requirements for the
“redemption of subventions at the option of the holders. whether or not
members (see Section 5525).

The Commission's consultant, . Navis (Exhibit X. XVI--buff),
recommends that an exception to these sections be provided for the
situation in which a payment to a member to purchase his membership is
made in order to resolve a legitimate controversy. between corporation
and member; such language was contained in former Section i706. Tormer
Section 1706 allowed the use of stated capital (rather than capital
surplus) for the purchase of shares in the course of a resolution of a
shareholder dispute; such a purchase was still subject to the general
solvency requirement of former tzction 1708, In wmoving from the general
requirement of surplus accounits to the balance sheet and linuiddity
criteria of new Section 504, the new Cenaral Corporation Law deleted the
exeeption for shareholder dispute rescolution. fals pattern was followed
in drafting Zection 5551.

This proviso could be rezinstated in Heetion 5551 by adding 2 sub-

division {c), as follows:

e



{¢) The payment is made to collect or compromise in good faith
a debt, claim, or controversy with any wember.

The staff does not see any justification for this change and recommends

against the proposed addition.

30/949
§ 5560, Tianagement of charitable property

Section 5560 codifies exlsting case law to the effect that the
manapement duty of a nonprofit corporation holding charitable assets is
that of the private trustee as set forth in Section 2261 of the Civil
Code. ixhibit LII {green) approves this provision as a "tightening up
the standard of care". ixhibit ¥YII (white) correctly points out that
this rule leaves in doubt tha perzissible extent of delegation of in-
vestnent decislons and then recommends language specifically allowing
delegation of investment decision-making to investnent advisors or
investment counsel with full authority to nake day~-to-day investment
decisions, including execution of buy and sell orders.

The staff does not agree with the recommendation that directors of
charitable corporations be authorized to contract with investment advi-
sors and thus escape all responsibility for management of the assets., A
limited form of this delegation is provided by /fxticle 5 of Chapter 3
(Conmittees of the Board) and Section 5562 (institutional trusteej.

Exhitit XVII {(green) recommends language to make the standard of
this section the maximum duty to be imposed on the board, citing claims
by the Attorney General that directors of the charitable corporation are
"insurers' of the soundness of their investuent decisions. Uith regard
to the fear that directors may become ‘insurers” of their investment
decisions, existinpg case law (see the citations in Iixhibit VII) provides
for a liability as an insurer only in the event of wiclation of the
trustee's duties. Perhaps a notatlon in the Comment that a director
becomes in insurer only in the event of such a viclation would be appro-
prlate.

ixhibit X (gold) points out that the "prudent man' rule of the
Civil Code may not be appropriate for certain high-risk charitable

activities, such as slum improvement investments. The staff helieves
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that Exhibit ¥ . has raised a wvalid point with regard to charitiles which
are formed in order to invest in risky ventures which would be beyond
the scope of a normal trustee’s discretion. It is recomwmended that an
exception be added to Section 3560, as follows:
{c) A nonprofit corporation and its directors shall not be
1iable for wviolation of the obligations described in subdivision

{t) in carrying out the charitable purposes of the nonprofit corpo-

ration or of the domor or instrunent transferring the property

received for charitable purposes to the unonprofit corporatiom.

Exhibit 0CIII (white} complains that this section does nothing to
resclve an existing ambipuity in .alifornia law: vhether or not the
ramaining portions of the Civil Code {(Sections 2215-2290) applicable to
trustees are also applicable to nonprofit corporation directors. The
staff recommends agalnst any further attempt to set forth the extent to
which the various statutory rules and obligations of trustees are appli-
cable to nonprofit corporations and their directors. iection 5560
codifies the only explicit decision on this point. Tﬁere has been a
creat deal of commentary among various authorities as to the interrela-
tionship between the duties of charitable corporation directors and
private trustees with very little consensus reached. '

Zxhibit XX LVII (blué-»&ttorney General}, for exawple, argues that
all of the provisions of the Civil Code relating to private trustees
(Sections 2215-2290) should apply to diractors of charitable corpora-~
tions, claiming that existing cases_(phose cited in the Comment to
Section 5560} establish this law. Txhibit LIV {(blue) alsc makes the
argument that reference to merely Jection 2230 of the Civil Code in
affect precludes applicaticn of the other trustee provisions; he would
delete the specific reference to the Tivil Code and leave it to case law
to determine what the duties of a trustee aré-gs‘aﬁplied to directors of
a charitable corporaticn. F“xhibit KLLAVIIf fgold}, on the other hand,
applauds the limited nature of the incorporation of trustee rules in
proposed Section 5560 and argues very strongly thét the other private
trustee rules are not and should not be anplicable to éharitable corpo-
ration directors. ‘

The staff does not agree‘with the position that all the duties of a

trustee are applicable to directors of charitable corporétions. First,
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the.cases simply do not establish any further application of the Civil
Code rules to charitable corporation directors than is contained in
Section 5563. Second, there are sipgnificant differences between private
trustees and charitable corporation directors in terms of expertise, the
reasons for selection, and the scope of activities. It is the staff's
belief that a large percentase of the existing directors of charitable
corporations would not be able to serve if the stringent private trustee
rules of the Civil Code were imjosed upon them {assuning the directors
gere fully advised by their lauyers as to the requirements and the
extent of liability invelved). The staff, therefore, recormends that no

further changes be uwade in Section 5560,

7 356l. Indefinite purposes

Section 5561 saves indafinite charitable gifts to any nonprofit
corporation, allowin: the nonprofit corporation to resolve the specific
manner in which the gift is to be used. Lxhibit XI (buff} complains
that this gives too uuch power to nonprofit corporations. Exhibit LIV
(blue} argues that this usurps the prerogative of the courts to deter-
mine the application of the cy pres doctrine; the commentator fears that
a nonprofit corporation, which may have a single director, could abuse
the power even were the directors held to all the duties of trustees
{vhich they are not}.

The Commission considered this question at an earlier date when it
was pointed out that existing law allows only a corporation organized
specifically for charitable purposes (with a ninimur nine-man board of
directors) to receive and utilize such uncertain gifts. The staff
recommends that the Commission's decisiom to expand this principle to
all nonprofit corporations receiving charitable gifts be retained; the
corporation will continue to hold the assets only for the charitable
purposes stated and subject to the trustee's duty of Bection 3560.

txhibit XILVIT {blue-—sttorney General) argues that Section 5361
{also Section 5565) should be restricted so as to allow a nonprofit
corporation to receive an indefinite charitable gift or aduinister a

general charitable trust only in a manner which is consistent vith the
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surposes of the nonprofit corgoration. 3Soth sections adopt existing
statutory language, and the commentator’s argument thus reflects dis-
satisfaction with existing law. The staff doubts that any nonoprefit
corporation could use assets in a manner inconsistent ith its purposes,
hut there does not seen to be any obvious hara in adding to these sec-
tions a requirement that the property be utilized or held in trust “in a

manner not in conflict with the purposes of the nomprofit corporation.”

35/052

L 5562. Institutiomal trustees

Section 55562 allows a nonprofit cornoration to transfer any of its
assets [including charitable assets} to an institutiomal trustee; this
transfer relieves the directors of liability for administration of the
assets. Exhibit XVI (yellow) suggesta that a nonprofit corporation way
require some lesser services of an instirutional trustee than full man-
agement of its portfolio. The staff acknowlelges the force of this sug-
cestion and recommends language Iin the Com.ent that the provisions of
Section 5562 relating to management of corporate assets do not preclude
a nonprofit corporation from purchasing investuent advice or other in-
vestment services.

Zxhibit X VII (blu.--Attorney General) arzues that the directors
of the nonprofit corporation should, after transfer of assets to an
institutional trustee, 8till have some responsibility for monitoring the
nerformance of the trustee. :sxhibit XI (Luff)} and the "ommission's
consultant, .lr. Davis (Exhibit Z{ VI--buff), make the same point.

"hen Section 5562 was drafted, the staff included in the Comment a

statement that the directors retain the duty to exercise due care in the

selection of the institutional trustee "and in the contimuation or

termination of the trust.” After substantial discussion, the Commission

determined to delete this language for the reason that it was unable to
determine the scope of the duty thus indicated. Put very simply, this

lanpuage (whether in the statute itself, as the Attorney General recom-
mends, or in the Comuent) requires some continuing review by the direc-
tors of the performance of the trustee: it does not answer the question

of how often the review must occur and how wide its scope must be. The
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staff has been unable to find statutory exanples from other sources
setting forth the extent of such a monitoring duty. The staff recom

mends that no change be made in Section 5562 unlass the Attorney General
or the other comuentators are able to rovide suggested language wvhich
does not suffer from this ambisuicy.

| Bxhibit VII (whi;e) arpgues that the delegation of power is too
limited and should be extended to peruit the nomprefit corporation to
employ investient mapagers and delegate to them full investment author-
ity. Uxhibits VI {yellow) and II (bluz) note that the definition of
“Institutional trustee’™ appears to exclude nationally-chartered banks
which are conducting trust businesses.

Tne staff does not believe that Section 55€2 should be extended to
include investaent managefs. There ap-ears to be no adequate statutory
regulations concerning investwment managers in the same way that there
are regulations concerning institutional trustees. The staff does agree
that "institutional trustee’ should be defined in subdivision (a) to
include mational as well as state chartered banks. This can be done by
amending subdivision (a) as follows:

{a) As used in this section, “institutional trustee™ means an
entity entitled under Feetdem Sectiomns 1500 and 1502 of the Finan~
cial Code to engage in the trust business.

Again, the staff plans to add a Coiment to the effect that ncthing in
Section 5562 is intended to preclude a nonprofit corporation from
hiring and relying on the counsel of investment advisers in appropriate
cases.

Iixhibit LIV (blue) makes the point that subdiwvision ()}, as pres-~
ently drafted, authorizes the transfer of assets to an institutional
trustee with no restrictions or limitations except that the assets
remain sub:ject to any existing investment restrictions. The commentator
correctly points out that this is intended to enable tramsfers for
' ‘investment purposes only, not for the actual utilization of the assets
for charitable purposes. Jubdivision (L} should he anended, as he
proposes, to read:

(b) A nonprofit corporation may transfer, by appropriate ac-
tion of the board, any or all of its assets (including property



lield upon a charitable trust) to an institutional trustee for pur-
soses of investment and reinvestient , as trustee subject to any
investment restrictions on the assets.

¥xhibit LIV also notes that subdivision (¢), vhico relieves the
board from liability for "aduinistration’ of the assets, 1s ohjection-
ably broad. The staff believes‘it is unnecessary to amend subdaivision
{c) if the change in subdivision (h) Is ade since the extent of the
immunity of liability under subdivision ¢} is controlled by subdivision
).

txhibit «VI {yvellow) Lelisves that subdivision {«1} should be cross-
veferenced te Sectiem 5563(h} since uany charitalble corporations are
private foundations subject to the niniium: payout requirements imdosed
by Sectiom 4%42 of tha Internal ‘evenue Cnde. The staff will add such a

cross-reference; it may prove helpful to someone.

LG5 /004

¢ 5503, Mrivate foundations

Exhibit AX JVILLI {rold) points out that, in the recodification of
Section 7501.! as Section 9953, the staff erroneously omiltted qualifying
language relating to the Internal ievenue Code. Unon further research,
the staff acknowledges the error; the missing language should be Te-

stored thus:

5563, {a) This section applies to a nonprofit corporation
during any period the nonprofit corporation is deemed to be a
"private foundation' as defined in ection 509 of the Intermal
fevenue Code of 1954, and any provision contained in its articles
or other governing instrument inconsistent with this section or to
the contrary thereof is without effect. '

() A nonprofit corporation described in subdivision {a) shall
distribute its income (and prineipal, if necessary) for each tax~
able year at such time and in such anner as not to subject it to
tax under Section 4742 of the Internal "evenue Code of 1254 (as
nodified hy paragraeph (3) of subsection (1) of Section 101 of the
Tax Reforu Act of 1269} .

(c) A nonprofit corporation described in subdivision {a) shall
rot do any of the following:

(1} Engage in any act of self-dealing as defined in subdivi-
aten subsection (d) of Zection 4941 of the Internal Revenue Code of
1954 {as modified by paragraph (2} of subsection {1} of Section 101
of the Tax Peform Act of 1963 . ' :
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(2) Fetain any excess business holdings as definad in sacdivi-
siem subsection (c) of Section 4943 of the Internal “evenue Zode of
1554.

(3) .irke any investments in such wanner as to subject it to

tax under Section 4944 of the Inrernal “evenue Code of 1054,

(4) ..ake any taxable expenditure as defined in subedvisien
subsection (4} of Section 4945 of the Internal “evenue ode of 1954
:as rwdified by paragraph (5) of subsection (1) of Section 171 of
the 'fax Reform Act of 1962 .

5 364, Mttorney Senerzl supervisicn

ixhibit JI (buff) recomuends that procedurws for enforcenent of the
Auties of a charitable corporation by persons other than the Attorxney
Ceneral be included in this section. & review of the cases clted im the
third paragraph of the Comrient indicates that interested parties are
able to utilize ordinary civil procedures in order to hold charitable
corporations to their duties; it does not appear that any additional
statutory procedures need be provided. The staff plans to cross-refer
to Section 5103, making applicable the rules of civil procedure.

Exhibit AVI (yellow) recummiends that charitable solicitation rules
be adopted in this section as soon as they are recommended by the Attor-
rney General. The staff suggests that we wait to see what actiom the
Attorney General takes before we consider whether anything needs to be
done by the Comuission.

Exhibit AT (gold) complains that the supervision of the attorney
General's office is too complicated and that some simpler wethod of
reporting should be devised. The problems of the complexity of supervi-
sion by the :Attorney General arise from the miform Supervision of
fharitable Trustees Act (Govt. Code ' 12530-12597). The staff will
forward these comments to the Attormey Seneral’s office for appropriate

actiom.

304054
3 5570. ‘ustablishment

Section 5570 authorizes the establishment of cormon txust funds by

a nonprofit corporation organized for charitable purposes. fSxhibit XVI
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(yellom) complains that the phrase “cormon trust fund” has an estab-
lished reaning in the financial community which is different from that
used in riie statutes,  The staff does not recommend chanping the statute

(which has been in effect since 1947} because of this ceincldence.

32/955

5572, idministration

ixhivit VII (white) argues tchat the trustees of the comron trust
fund (like tha directors of a nounprofit corporation) should be entitled
to delepate their investument authority. Ixhibit <1 {(Luff) complains, on
the contrary, that tha powers of the trustees are too troad and should
be sharply linited. The staff does not recormend that the existing
statute should be altered to couply -rith zither of these suggestions:
the trustees are subject to tivil lode requirements placed upon all
trustees, and we are unavare of any problems having arisen with the

adininistration of charitable coizson trust funds.

307956

"4U5574. Fducational imstitution defined

Section 3574 continues existing “ection 19251{a) in cefining cer-
taiti “educational institutions” which are allowed to become members of
nonprofit corporations in order to aintain a common trust fund. The
Commission's consultant, :ir. Pavis (Exhibit X ..VI--buff), states that
the definition may be read as requiring that the institution naintain a
"full-time" educational propram ang argues that this is an unnecessary
requirement. ‘™ile the staff does not see any indication in the lan-
zuage that such a reading is likely, it has no objection to addition of
the phrase at the end of the sixth line of subdivision {a), "vhether or

not providing a full-time course of instruction.”
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o 3615, Special neerings

Subdivision (h) of Eectién 5013 lirnits the natters that can be
taken up at special meetings of members to those stated in the notice of
~eeting. .xhibit 2V (piak) believes this is unduly restrictive. “This
can serve to handicap an orsanization which reouires only an annual
meeting, but in actuwal practice calis eetings at various times through-
out the year, at the Jdiresction of the board.”’

The staff finds itself unable to agree with this supgestion. As
the compentator notes, the purvose of the restriction is to avoid sur-
nrise. 'The staff thinks it wvould be unluly harsh to require every
menber of a nonprofit corporation to attend every :eeting called by the
toard uerely to assure that no subject Is taiten up In which he has an

interest.

4041294

3 5023, .anner of piving notice

Section 5623{a) requires notice of meetings of members to be given
by first-class mail or other means of written commnication. .Zxhibit XV
(pinlk) suzpgests that consideration be glven to permitting use of third-
elass mail, in cases where it can be done without unrecasonable coupro-
nise of timeliness, in light of the considerable savings to the non-
nrofit corporatiom.

“he staff is in sywupathy with this suppgestion. ‘e note that .Zsc-
tion 5620{(:) permits the bylaws to prescribe reasconable notice require-
ments; we interpret this to periiit the bylawes to provide for third-class
mail in cases where it would he reasonable to do so.

Exhibit “V also observes that subdivision (b} of Section 5023
“implies an obligsation by the corporation to request expensive addrass
correction service frow the U.’. Vostal “orvice.” The staff notes that
this was not the intent of subdivision (&), which merely advises the
corporation what to do in the case of actual knowledge of an inadequate
address, {arhaps the following sentence should be added to the Comment:

Tt should be noted that nethin: in subdivision (%) is intended to

require address correction service from the United . tates Postal
Service.
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5627. validation of defectively noticed uceting

Section 5527 permits validation of actions taken at a weeting held
without proper mnotice if a nuwber of conditions are satisfied, ome of
vhich (subdivision {a){2))} is that "~ach person” entitled to vote at the
neeting sign a waiver of notice, s consent to the holding of the .eet-
ing, or an approval of the winutes. .oth 'xhibit XIX (hlue) 2nd the
Cfommission's consultant, -ix. avis {Exhibit XLVI--puff), note that the
unaninity reouirement 1s amomalous iu light of the provisions relating
to written consent, which permit & siaple -ajority of those entitled to
vote to take an action without aay nmeetius at all.

"he staff agrees and suzcasts that “oction 5627(a) () Le amended to
srovide that “each person” be replaced Ly the phrase "2 zajority of the

sersong.”
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- 5710 et seq. Yoting richts

Lxhibit XI (%uff) coments that "Heduction of the vote for .emsber
approval from ?/3 to a majority is ir keeping with carrent C-lifornia

trends, -

Lih Ao

. 4715, ‘hen class vote required

saction 3715 requires = class vote .there a "substantial vroparty
right of the class™ would be adversely affected by a corporates action.
Tne Temmission’s consultant, . hitman, cueries "mat is a ‘substan-
tial' property right?" .o sugrests vequiring a class vote wiiere the
“action would adversely affect voting or property rights of the class.”

The staff pelieves this would L. an improvement in the statute,

G047 303

s 3719, Action taken by policymakiny cosmittee

dotn xhibit L.0I (fveen) and the cCouwsiission's consultant, [T,
Yhitwan, note that there is consideralle uncertainty and ambiguity in
the requirement that the persons who serve on the policymaking comnittee
be “representative of the :embership.” Exhibit X.°1 suggests that this
limitation simply be deleted; .ir, "hitman suggests that, if committee
members are clected by the membership, they would then be “representa-
tive." The staff prefers ™., hituan's approach and would revise the
relevant portion of fection 5715(L) to read:

Unly nembers of the nonprofit corporation who are Fepreseneative

of selected Ly the meibershiy fo represent the membership may serve
on the policymaking comnmittee.

4044331
- 5724, Voting of embership standing in name of two or uore persons
or nroup
exbhibit ZX . IX (buff) likes this provision. "Oftentimes in a home-

owners associations it iz necessary for either the husband or wife to

vote, ™



44340

-~

5730 et seg. Troxies

vxiidbit XV (pink; feels that progy voting should be precluded
unless the bylaws specifically pernic it. Tals would reverse existing
law. This proposal is discussed in conmection with %.ction 5266 {infra):
vhatever action the Uomaission tates in connection with that orovision

1vi]ll be reflected in Section 57..7.

041345

3732. Torwm of proxy

Sxhibit TX (hluz) Lelieves the jrﬁvisions of “oction 3732 relating
to the form of proxy are fFar toc conplex for such nonprofit cerporations
ot homeowners' associations. Tha staff disaj;ees vith this assessent
as to complexit?; the foru requirements are simple and easy to under-
stand. :oreover, this is a —atter on which the Lagislature feels very
strongly.

The staff does ocbserve, however, that the businass corporation law
proxy forw provisions do not apply to proiiesrdistributed to 10 or n~ore
shareholders in a corporation having 100 or amre_sharéholders. The non-
profit corporation law could have a similar limitation.

The staff also notes that the 177G Legislatufe added a provision to
the business corporation law relating to general.ﬁroxies. The staff
plans to conform the language of subdivision (d) to the newly cnacted

Jrovisions.

4341349
© 5733, wration of proxy

Section 5733 would reduce thz length of tilue a proxy rmay be wvalid
{unless coupled with an interest) from seven years to three years.
ixhibit XXIV (creem) notes that the mofe.frequently nroxies must he
solicited, the greater the expense involved. Tor a very large organiza-
tion (havin: in excess of a willion uwembers), the cost of proxy solicl-
tation each year for proxies having a three»yeaf duratiOp'would be ahout
573,000 wore than for proxies having a seven—?ear duration. Ixhibit

¥..IV suggests a compromise figure of five years, which would cut the
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duration of proxies bty two years yet only impose an additional %
annual expense for such = corporation.

rxhibit (VII {white), on ths other hand, states that 'Tne proposed
reductioa from seven to three years is comaendable, but 1 rould urge
further reduction, to two or {nreferably) ome year, in line wigh the

concern sbout excessive separation of cwmership frosm: control.”

3740 et seq. Voting agreements

exhibit {aVIII {vhite’ »ocints out that . any tines nonprofit corpo-
rations are formed to finmance municinsl projects and that as part of the
finapcing device a voting trust is created, lasting uniil the retiresent

(£.5., 2 4U-vear perio:d!. The comientator is concerned

of the honds
that the existence of lections 5742-53745, and particularly the ilU-year
linmit ou the duration of a votin: asreement, could be coastrued to limic
the tyoe of financing projects referred to.

Tue stalf bellewves that it is not the intent of Sectioﬁs 57405745
to limit the types of voting arrangements that a nonprofit corporation
sanctions. It is intended to give the members a statutory richt to pool
their votes, absent a provision In the bylaus to the contrary. A uon-
profit corporation should be expressly permitted in irs bylaws to create
any tvpe of voting arrangements it deems appropriate. Tre staff sug-
gests the addition of the following yrovision to clarify this vatter
{which the Tomnission’s consultant. . "hitnan, has also unoted is

unclear as drafted):

3 5746, Scope of article

n745. iothing in this article precludes a nonprofit corpo~
ration from providing in its bylaws for a voring trust or other
vote pooling agreement on such terms and conditious as it deems
apropriate.

Corment. Scection 3745 makes clear that the provisions of this
article ate not intended as +the exciuslve means by which votes in
nonprofit corporation may be pooled, mor sre they intended to limit
the provisions of the bylavs of a nonprofit corporation that pro-
vide for a voting trust or other vote pooling agreement.

Lefined Terms:

Uylaws, " 5132
Vote, % 5132

Crosg-'cferences:

Yermitted contents of bylaws, 1 5261
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. 5745, EInforcement of veoting apgreenents

Jection 5745 precludes the court frow denying specifie porformance

of a voting agreement on eqguitablc jrounds. The staff questions the

wisdos of limiting the ccurt's equitable jurisdiction anl gugrests that
Section 5745 be reviged to read:
5745, oa agreement under this article shall not he denied
wpecific performance by a court on the ground that the rewmcdy at

inw is adequate er em ctiher preunds relatins e the jurisdieten
8t o courE of eeudEy .

~
o}
‘L“
—~
[
n
St

5750, Gpoointuent of insuector

“Gection 5752 réquifes the approintient of an inspector of election
on tie raquest of a .ember. xhibit TII (+lue) !elieves it is "Lurden~
some® to require appointuent of an inspector at the request of one
mémber énd_recqmmends deletion of the provisioem.

The staff agrees that this is a burdensoﬁe provision. owever, the
staff is opposed tc its deletien. “ppointrent of an inspector is a
useful protection to the members. Terhaps Section 5750 could be revised
to require éppointment on request of five percent or 59 nembers, which-
‘ever pucber is less. This would still afford sone srotection for the
members, yét would assure that an inspector is required ounly where there

is a substantial number concerned about the running of the election,

4041354

5 5755. Tvidentiary effect or report or certificate of inspector

Cection 5755 prescribes the evidentiary effect of a report or
certificate of the inspector of election tut does not state wher. a
report or certificate is required. T.e requirenents for a report and
certificate are found in existing law, vhich apparently was omicted
inadvertently from this sectiou. The staff recomends inclusion of the
following provision:

On request of the chairman of the ieeting or in the case of an
~lection or vote other than at a meeting of settbers, the chairman
of the hoard, or of a person entitled to vote at the other meeting
or election, the insnector of election shall .ake a report in

writing of any challenge, question, or ..atter determined and exe-
cute a certificate of auy fact found.

i e
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4044355

. 2310 et seq, ewbars' derivative actions

Gxndbic a¥{I (2o0ld) does nat lelieve that derivative actions
should bhea peruitted inr charitable corporations. 1':e coumentator notes
that mewbers of charitable coracrations have no interest in the corpo-
vate funds from which an action coul:d "erive,” that the members have
other more specific causes of action under the statute, and that the
appropriate person to bring an actior in the case of a charitable corpo-~
ratioa is the Atcorney Zeneral,

vharitable corvorztions could bLe expected from the ovseration of the

derivative action provisions by wddition of the felloring provision:

50°3.  Charitable corporatious excepted

53813, fn action under thiis chapter may not be hrought by a
nember of a nonprofit corporation orgamized for charitable purposes.

Comement. Section 313 i3 new. It precludes derivative ac-
tionsz in charitable corporations. Tt should be noted that the
Attorney General has supervisory authority, including authority to
bring actions, over charitable corporations. GSee Section 5564 and
Comzaent thereto.

Exhibit XI (buff)} is also concerned about the expense of a deriva-
tive action te a charitable corporation. The comaentator suggests use
- of an ombudsman to resolwve disputes, that being expeditious and inexpen-
give, 1If the Commission determines that charitable corporations should
not be excepted from the derivative action provisions, 1t wmay desire

that the staff investigate the cimtbudsman approach.

4041359

T RE20 et seq. ‘reconditions to derivative action

Sections 5820 and 5821 impose requirements on a person bringing a
derivative action to attewpt to secure the desired action frou the board
and to inform the board of the causes of action. ¥xhibic % .IV {sreen)
helieves theée are a good balancins of the needs of winority and major-
ity mwembers of the nonprofit corporation, Ixhibit VIII (pink) believes
these sections are unnecessary, fruitless, and should be eliminated.
Particularly, the commentator believes that Lection 552} (ihich reguires
the plaintiff to inform the board of the facts of the complaint or
deliver a copy of the complaint} is negative in its épproach and dupli-

cates watters already coverea in Jection 5i:20.
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The staff notes that these srovisiens are darivad from comparable
provisions of the business corporation law. . ‘onetheless, the staff
tends to agres that they gerve no real uceful aurpose. ‘e cannct cone
ceive that a rember with 2 grievance would proceed to suit without
having first attempted to get the cesired action from the hoard an?
without having indicated the srounds of his complaint. ' the other
liand, the staff cannot concelve that thess requivements arve unduly
burdensome, particularly if the member would have done vhat is required

any way, absent a staiute,

4041360

5330 et seq. Gecurity for deferdant's expenses

Jections 5830-5833 are provisions enablins the Aefendant in a
derivative action to vequire the plaintiff to post security for the
defendant’s costs. FExhisit LIV (zreen)} concurs with ths rocedure for
postinyg security, noting that, where a shareholder in s business corpo-
vation may feel constrained about bringing an action that may affect the
value of his investment, this inherent restraint is not always presant
for members of nonprofit corporations.

sxhibit YITI {(pink}), on the other hand, believes the security for
costs provisions totally ignore the differences in size and scope be-
tween business and nouprofit corporations. The commientator doubts the
necessity for having such provisions at all and in any case would limit
them to the large corporation, i.z., one having in excess of 500 mew-
bers. The coumentator notes that the security provisions were designed
to curh Pstrike” suits in the very larse business-type corporations and
should be limited to ther.

The application of the security provisious could be limited to

large corporations by adontion of the following provisiom:

5434, ., .

{(b) If an action is brought pursuant to this chapter by a
member of a nonprofit corporation having fewer than 540 voting
riembers on the date the action was commenced, the plaintiff shall
not be required to furnish security under this article for the
defendant’s expenses.



Commient,  Subdivision (v of tection 523C is new., It is
intended to limit the securities for costs reculrements to large
corporations.

safined Terwus:

Voting wembers, : 5li4

A4 f 301

I 4539, sxcepiion where action brousht by stated nu.ber of plaintiffs
e Cl ZJ

tection 5239 is an innovation wropose: for Cilifornia law by the
Commission; it abrogates the security for costs requireme.t in deriva-
tive actions whers the action is brought Ly 50 members or id percent of
the votin: power of the nonprofit corporation. Exhibit VIII (sink)
notes that getting even 10 percent of the .embers in aggravated cases
can be a near—impossible task. =n the other hand, Exhibit X! (gold),
having the small corporaticn in ind, feels that 10 percent is too lowr:
5 members is ..., but tihe percentarte should be 35 percent. =Ixnibit
YAIV {reen), however, having in mind the large corporation, feels that
10 percent is 7. 1., but that % aembers out of a nmultitude is Inadequate
protection dgainst suits having harrasssnent as a principal purpose.

‘iith this diversity of comwent, the staff suspects that the Comamis-

sion may have hit upon a perfect compromise figure {tne kind that jleases

no one) and suggests that Section 5¢39 be left unchanged.

)
el g



404,/369

. 5521, Adoption of amendnients v board alone

Cperaw

Uxhibit H43ET (Fold) is opposed to ﬁermitting the directors to
amend the articles to delete the names and addresses of initial direc—
tors. ‘he commentator points out there is often jealousy amons volun-
teers in the nonprofit corporation, and allowing the directors to remove
previous directors’ names serves no purpose whatsoever. Fresunably the
comientator mould not Le opposed to deleting the nanes and addresses of
initial directors if this were dome by the .ewbers in the same uanner
that other amenduents to the articles -rers wmace.

The staff‘has some sylpathy vith this point of view. ‘.ection 5021
could be deleted sltogether, we telieve, without any great loss of

substance to the statute.

4041370

5 5940 st seg.  “estatement of articles

Exhibit ¥ 0.1 (gold; is opposed to the provisions allowing restated
articles. The commentator notes that the provision for amendwents
permits filing the amended articles of incorporation in toto. Thus the
restatement of articles provision is unnecessary.

The staff cannot agree with this point. Uhile it is true the sane
result can be accomplished by setting out the whole articles as amended
at the time of an amendment, a corporation may find it useful at a time
when it is not amending its articles, but still would like to have
restated articles. Thus the provisions for restatement of articles

serve a useful, albeilt limited, function.

P
— e e



4044935

5 4n1l. sale or transfer of all or substantially all of assets:
approval of members

soction 011 requires the approval of a majority of the vembers for
Jisposition of all or substantially all of the corporate assets other
than .in the usual and regular course of the corporare activities.
cubdivision (s} peramits the approval of ths reubers to be made either
before or after the lisposition. “zhibit “. (70ld) feels that approval
should be required before the transaction. A meeting can be held in
ten days’ time aud you can post notice for unknown nembers, so doa't
think that this is too nuch of a hardshis. On sonethin; as inportant as

reduired.”

o
]

this, vrior approval should The staff notes that =:isting
1o permits the apyroval to ha siven =ither before or after the trans-—

action. Long Const. Co. v. Eupire srive-In Tneaters, Inc., i fal,

App.2d 726, 25 Gal. Tptr. 509 [1%52).

¥xhibit X40VID (blue=-"ttorney Ceneral) notes that subdivision {z)
requires member approval for the transfer of assets other than in the
ordinary course of activities and poses the problem that rany charitable
corsorations have no :embers. @ suggests that the Attorney General ap-
prove the transaction on behalf of the heneficiaries. Tie staff be-
lieves requiring Attormey seneral approval is unnecessary. the Attorney
General is notified pursuant to Section 6017 and can take appropriate
action if there is a violatiom of the trust.

Ip the drafting of Jection 6011 the following provision, drawm from
the comparable provisions of the new tusiness corporation lair, was
inadvertently omitted:

(¢} tlotwithstanding subdivision (a), a nonprofit corporation
may not sell; lease, comvey. exchange, transfer, or othervise
digpose of all or substantially 21l of its corporate assets to a
subsidiary or to another nonprofit corporation having a common
varent with the nonprofit corporationm, unless the principal terns
of the tramsaction are approved by the memhers of the subsidiary of

other nonprofit corporation hy at teast 20 percent of the votes
sntitled to Lo case thereon.

forment. Subdivision {(c) is derived from Section 1J31({d}
(General Corporatiom Lav}, but appiies to all transfers or disposi-
tiens ef all or substantially all of the corporate property, ancd
not werely to sales. “Tubdivision (c) appiiszs tc both transactions
under subdivision {a) and under Zection 5751 (c2{7) (vowers of board
on dissolution).

G



4347240

4 2012, otice to Attorney seneral required in certain cases

Section 8012 requires a charitable corporation to give notice to
the Attorney feneral in the case of a disposition of all or substan-
tially all of its corporate assets other than in the erdinary course of
its activities. Subdivision (t) adds the condition that the notice only
needs to be ziven if the transaction is “for less than fair and adecuate
consideration.” The Comwission’s consultant, .ir, "Taitrian, believes this
condition should te delete:l-- iuw often is a nonprofit corporation going
to admit in a uwotice to the “ttorney “eneral that it has sold suhstan-
tially all of its aszseis for 'less than fair and adequate considera-
tion'?"

The staff thinks this is a gpood poiot, and recousiends the deletion
of suldivision (). < representative of the Attorney “eneral's office
has informed us orally that vhether the tramsaction is for less than
fair and adequate consideration is the uliinzie issue in the bulk of the
cases in which they hecome invoived in litigation--to permit the non-
profit corporation to characterize the transaction is to defeat the

purpese of the whole provision.

nxhibits 4¥ LVII (blue——"ttorney Seneral) and " 2GVIIT (gold) are
poth concerned with the paperwork that will be generated by the require-
ment that aotice be given to the Attorney General. They telieve that
the provision should be further refined so that the Attormey Oeneral re-
celves notice only in approoriate cases. The staff does not know how
this can be dome, Exhibit LXK.LVII suggests that maybe a provision re-
quiring notice in case of dissolution will be adequate; the staff notes,
however, that the prime reason for fection 6812 is to catch the “de
facto dissolution.” Exhibit X {VIII suggests that it wight be limited
to situations vhere there ig seif-~dealing, e.z., transfer to a director
or a director’s relative. The staff bhelieves that this is too limited
for full protection of the public's interest in what way be substantial
charitable assets,

Fxhibit N.XWIII 1s also concerned that Section G012 ray be applied
to such actions as the family foundation that turns its assets over an-—

nually. “he staff does not believe that Sectiom 6012 would apply to

5T



this situation since the amnual turnover would be in the "usual and
repular course of the activitizs of the aonprofit corporation.” Perhaps
rhis should be spelled out, using the illustration just given, in the
Comment .

wxnibit WIII (buff) helievas that Section 5012 should contain an
exception for a private foundation that is windine up pursuant to See-
tion 537(h} of the internzl ‘evenue Oode. TAttorney General surveil-
Tance of transacticus of this nature is rot aecessary, and the addition-
2l requirement of notificarion to the -.rtorney feneral =will only need-
lessly complicate what is already an unduly complex procedure.’ e
staff :oes not agree--the Attorney General is charged with supesrvision
of all aspects of the cuaritable trust, rct ﬁerely these aspects that
concern the 'nternal  .evenue iervice, ani a sinple notice to the Attor-

wey =eneral of disposition of assets vould not unduly complicate a

transactioi.



405/005

§ 6110. ‘lierper or consolidation authorized

Exhibit EXXXVIII (gold) observes that existing law does neot pre-
clude the wmerger of a nomnprofit corporation, even one for charitable
purposes, with a business corporation and suggests that there could be
some clarification of this point.in the law. "Probably the rule should
be that such a merger is perwmissible for nonprofit corporations other
than those holding assets for charitable purposes.’

&5 drafted, Szction AL10 provides only for mercers berween non-—
profit corporations. The reason for limiting the merger provisions is
not one of poliey, but one of drafting-—a nonprofit-business corporation
merger statute would be rather complex, particularly in integréting dis=-
senters’ rights provisions ang the 1like. A nonprofit corporation (other
than a corporation organized for charitable purposes) can convert into a
business corporation, however. And once the conversion occurs, merger
with another business corporation would, of course, he possible. This

is an indirect way of accomplishing what Exhibit XXEXVIII suggests he

accomplished directly.

404/283

§ A142. otice to Attorney Gemeral

Section 6142 requires a charitable corporation to send to the
Attorney General a copy of any dgreement of merger before the agreement
iz filed. ZExhibit ¥XII {blue} néfes that this duplicates an existing
filing requirement. Exhibit XX¥XVII (blue--ittorney General), however,
thinks this is “an excellent provision.' As stated 1n the discussion of
Sectlon 5224 (supra) the jurisdiction of the Attorney General under the
Uniform Supervision Act is not complete. Perhaps the problem can be
resolved by requiring, rather than a copy of the agreement, notice in
all cases.

fxhible XIT also queries the need for sending a copy of the agree-

ment to the Attorney General before it is filed. The reason -for the
reqﬁirement i to give the Attorney General an opportunity to investi-
gate before the merger is effectuated. The staff believes that this

requirement could be eliminated, however, since there is no time limit



and the agreement mipht be delivered to the Attorney GCeneral on the day
it 1s filed.

Fxhibit XX (gold) suﬁgests that a time limit be imposed within
which the Attorney General must object to a merger. The staff does not
believe this is advisable. It may take time to investlgate and collect
facts; the Attorney General can and should intervene at any time 1if
there has been an improper transaction involving charitable assets. See

discussion under Section 160 (infra).

145/193

% 6160. Actlon to test validity of, or enjoin or rescind, wmerper or
consolidation

Section 6160 permits an action to enjoin or rescind a merger or
consolidation that 1s "manifestly unfair” to the property rights of a
member or class. The Commission's consultant, Mr. VYhitman, objects to
use of the term 'manifestly.” The staff agrees that it should be de-
leted; it 1s simply a litipgation factor and has no manifest meaning.

Exhibit XXXXVII (blue--Attorney Gemeral) objects to the 60-day
statute of limitations for challenging a merger, as applied to the At-
torney Ceneral. A 60-day statute for the Attorney General “is wholly

' Subdivision {c) could be amended to provide:

unreasonable.’
(c) He An action to enjoin or rescind a merger or consolida-
tion , other than an action by the Attorney Genmeral, may not be
commenced mare than 60 days after the effective date of the merger
or consolidation.

4506/230

§ 6146. Cffect on bequest, devise, pift, etc.

Section 6146 states that any bequest to a constituent nomprofit

" corporation which "is to take effect” after merger or consolidation
inures to the surviving corporatiom. Exhibit XVIII (buff) points out
that the quoted language wmight be construed as suggesting an element of
" intent on the part of the testator. This suggestion could be eliminated
by referring simply to a bequest which “takes effect’ after merger or
consolidation.

' This change is agreeable to the staff. A similar change should be
made in a parallel provision, Section 6245 (division}.
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406/231

§ 8210. Division of nonprofit corporation authorized

Subdivision (a) of Section 6219 1is a pew provision authorizing
Alvision of nonprofit corpo*ations. £xhibit XXXIX (buff) states ''This
is a novel idea and a good one.

Subdivisiop (b) limits division so that a nonprofit corporation
orFanized excluaivelz for charitable purposes may onlv divide so as to
form nonprofit corporations exclusively ornmanized for charitable pur-

e

poses. The Commission's consultant, ‘ir. ”hitman, asks why the coverage
of this provision does not include corporations with mixed charitable
and noncharitable purposes or a nomprofit corporation with noncharitable
rurposes that holds property con a charitable trust. The staff agrees
that subdivision (b) is a little peculiar in its coverage: the peneral
rule is that charitable property rewains subject to the charitable
purposes for which it is held, regardless of the transformations of the
corporation holding it. The staff would simply delete subdivision (b)
and state the general rule in the Comment. This would also satisfy the
request of Ixhibit XXXXVII (blue--Attorney Ceneral) that the Comment
make clear that the device of division cannot be used to divert charitable

assets from thelr charitable purposes. & similar Comment belongs in the

merger chapter.

406/232

§ 6242, Votice to Attorney General

Section 6242 provides for notice to the Attorney CGeneral in case of
a division of a nomprofit corporation organized for charitable purposes
or holding assets on a charitable trust. Exhibit XXXXVII (blue--ittorn-
ey General) considers this “an excellent provision."

Exhibit XX (gold) believes there should be a time limit during
which the ‘ttorney General must object to any division. The staff
believes such a provision would be unwise. See discussion in connection

with Sections 6142 (merger), 6160 (merger), and 6260 (division}.
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405/371

§ 6260. Action to test validity of division or to enjoin or rescind
division

Exhibit XXXXVII (blue--Attorney General) believes that the 6)-day

statute of limitations for bringing an action affecting the division is
inappropriate for actions by the aAttorney General. Subdivision (c)
could be revised to read:

{c) He An action to enjoin or rescind a division 5 other than

an action by the Attorney General, may not be commence: more than
40 days after the effective date of the division.




4067233
§ 6510, Required books and records

Exhibit ¥I (buff) makes the peneral observation with regard to the
Commission's proposals to liberalize record requirements that 'Allowing
more flexible procedures for keeping meﬁbership and fiscal records is
sound business practice."

Subdivision (2)(2) requires that winutes of committees of the bhoard
of difectors be kept._ Exhibit XXI? (Rreeﬁ} questions thils requirement,
noting that it is appropriate where a committee is exercising board
authority, but not where the committee has no decision-making authority
or where the committee is merely making recommendations to the board
after the study of a subject. The commentator notes that 1t 1s common
among nonprofit corporations to have numerous committees of the board
not exerbising boérd éuthofity in order to assure nember participation.

VThe result desired by the commentator could be achleved by amend-

ment of Section 6510(a){2} to read:

{a) & nonprofit corporation shall keep:
% # # * *
(2) Mnutes of the proceedings of members, the board, and (to

the extent they exercise the authority of the board) committees of
the board.

Subdivision (b) requires a fairly detailed record of members "to
fhe extent that such a record is neceésaty to determine the members
entitled to vﬁte, to share in the distriﬁutionrof assets on dissolution,
or otherwise to participate” in the affairs of a nonpréfit corporation.
Exhibit XXXIX (buff) notes that "it is extremely difficult to determine
who are members in the first place and unless there is actual resigna-
tion or a presumption to fallrbaék on.f The staff agrees with this
obsefvation but suggests tﬁat the exlstence of subdivision fb)-will
force nonprofit corporations to keep better track of who its members

are.

4ns5/38z

5 6512, Failure to keep records or provide financial statements

Sectlon 6512 provides penalties for failure to keep records o;'prc—

vide financlal statements. Exhibit XXXXVII (blue--Attorney General)
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sugpgests that reference be made In the Comment to Government Code Sec—
tion 12580 et seq. and other Attorney General common law powers. "This
would make it clear that the statute is not designed to cut down on any
existing authority the Attormey General has in reference to enforcement
of the duties of the direc%ors of a charitable corporation.” The fol-
lowing language could be added to the Comment:

lothing in this section 1imits the authority of the Attorney Gener-

al to enforce the duties of the dlrectors of nonprofit corperations

organized for charitable purposes under authority of Government

Code Sections 12580-12597 or other statutory or common law author-
icy.

406/234

5 £520. Annual report required unless bylaws otherwise provide

Exhiblt XVIII (buff) notes that existing law does not require an
annual report and that adopting a provision such as Section £520 which
requires an annual report unless the bylaws provide otherwise will
simply have the effect of requiring a large number of existing nonprofit
corporations to amend their bylaws. The commentator suggests that
existing nonprofit corporations be excused from compliance with Section
6520..-

The Commission considered this possibility at the September 1976
meeting and determined to make Sectlon 6520 applicable to all corpora-
tions, but to defer the operative date for an additlonal year for exist-
ing nonprofit corporations in order to permit sufficient time for the

existing nonprofit corporatioms to comply.

4067205

§ 6524. Member's ripht to examine copy of annual report

. Section 6524 gives a member the right to obtain a copy of or to
inspect the annual report. Exhibit XV {pink) sugpgests that the right to
examination should include the right to make extracts or copy. The
staff notes that the draft statute provides this right for laspection
under Chapter 16. See Section 6410. The staff recommends, in accord-
ance with the commentator's suggestiom, that Sectlen 6610 be expanded to

provide:

Ty



£610. (a) Inspectlon under this ehkaspter division may be made
in person or by agent or attorney. -

{b} The right of inspection under this division includes the
right to copy and make extracts.

There should be a cross-reference to this section under Section 6524.
Exhibit XV also suggests that the right to copy and make extracts
should not extend to those cases where it would be impracticable to do
so and that a fee for duplication of the record should be authorized.
The staff notes that, in the case of data not available in written form,
Section (A1l requires the nonprofit corporation to make the data avall-
able at its expense. ‘hether a fee should be charged for providing a
copy in lieu of permitting inspection by the member is handled in the

draft on a case-by-case basis.

6RF705
% 6525. iembers' right to obtain fiscal information

Exhibit XIV (white) agrees with the concept of this section that
the financial statements normally prepared by a nonprofit corporation
should be avallable to the members.

Subdivision (a) is defective in failing to define “"authorized
member' as a person having the written authorization of five percent of
the voting power, "or such lesser authorizatlon:as is specified in the
bylaws.” Adoption of the quoted language would make the definitiom of
agthorized nember in Section 6526 the same as that in Sectlon 6620..

Subdivision (f) permits a nonprofit corporation to open its books
for inspection in lieu of providing requested financial statements.

Exhibit XI (buff) states that this provision is “good.”
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4475
§ 6610 et seq., Riphts of inspection

Exhibit XI (buff) states that “expanded inspection rights" and
“"stating procedures” is good.

Exhibit LVII (white)} notes that rights of inspection are granted,
In Sections 6622 and £530, for example, “during usual business hours.’
The commentator observes that many small nonprofit corporations have no
regular hours. See-also discussion under Section 5267, supra (inspec-
tion of bylaws). Exhihit LVII supgests that "at 3 reasonable time of
day"” might be substituted for “usual business hours.’

Exhibit ‘LVII also suzgests that the requirement that the records be
available for inspection be satisfied 1f the records are available at
members' meetlngs held eleven or more times per year.

The staff believes there is merit to these points and will draft

lanpuage accordingly.

14/905

§ 6620 et seq. Membership records

Sections 6620-A62B provide a scheme for inspection of the member-
ship list and membershlp records of a nonprofit corporation., with pro-
visions for wmaintaining theé confidentlality of the 1ist. Exhibit XV
{pink) states that this scheme is ‘'very well thought out. An organiza-
tion can loose valuable pood will 1f through release of 1ts membership
list its members suffer loss ©f privacy and become caught in crossfire
of varlous factions.'" Exhibit XXXIX (buff) also agrees with thils scheme
but makes the point that, if -there is any cost of making an inspection,
the members making the inspection should assume reasomnable costs. The
draft in fact already accomplishes this. See Section 6623(b).

Fxhibit XXIV (zreen), on the other hand, belleves that the provi-
sions do not supply adequate protection to the membershlp list. The
commentator notes that the only valid reason for giving access to the
membershlp list is te assure the member can communicate with other
members 1n connection with the nomlnation and election process. To this
end, the commentator suggests that Sections AH2D-H628 be replaced with a

provision requiring a nonprofit corporation to provide am adequate means
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of communication by members and leaving 1t to the discretion of the
directors of the nonprofit corporation how that mandate 1s satisfied
since the board has the responsibility to all members for protection of
the membership list and for controlling costs involved in adopting other
available procedures. / statutory requlrement that the procedure be
reasonable would assure court supervision in appropriate cases.

The staff finds this argument attractive. While it is true that
the Commission has attempted to work out a specific statutory scheme
with reasonable standards for communicating with members, this scheme
has inherent problems which are raised helow irn connection with particu-
lar sections. A general statutory mandate such as that described by
Zxhibit XXIV would enable the flexibility required by the different -
types of nonprofit corporations while eliminating the types of problems
created by the speclfic statutory scheme.

The staff has mixed feelings about this issue. On the one hand, we
feel that the detailed scheme worked out by the Commission is feasible
and makes rights clear. On the cther hand, a general provision requir-
ing the corporation to provide a reasonable means of communication has
the virtures of simplicity and flexibility. The staff suggests that the
Commissiqn'work through the particular problems raised below in connec-

tion witﬁ.Sections 6620-6628 before coming to a decision on this 1ssue.

10/367

§ 6622; ﬂember‘s right to inspect membership record

Section 6622 permits 2 member ofla nonprofit corporation, upon five
days' notice to the corporation, to imspect the record of members for a
purpose reasonably related to his interssts as a member.

Exhibits XXIII {vellow) and XXIV (preen} suggest that the five-day
notice perlod should be increased to 10 days in order to permlt the
nonprofit corporation to petition for judicizl supervision as provided
in Section 6524. Ten days ''is about the minimum reasonably required to
analyze a demand, determine its propriety, and either comply in a proper
case, or Araft and file for judicial reiief, calendatrand'servé;'shdﬁld
that become necessary.” ' ' :

The reason the commentators feei that.jﬁdicial relief might become

necessary is expressed in Exhibit XXIII--'We see within the provisions
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of Sgctiou 6622 the seeds of unjustified expense to and harrassment of a
large membership organization. A series of Jdemands, ostensibly bona
fide and appeariﬁg to be reasonably related to the member's interests as
a mémbery would not be difficult to frame.” The commentator suggests
that the statute make clear that inspection must be for a proper pur-
pose.

Exhibit xxixi also sugzests that, 1f a corporation is able to
prdvide a member with a reasonable and appropriate alternative to in-
spection that will sétisfy the purpose of the iaspection, it should be
permifted to do so.

As amended to effectuate these sugpestions, Section 6522 would
read:

6622. f{a) A Except as provided in subdivision (b}, a member
has the right to ipnspect the membership record during usuval busi-
ness hours upon £4ve 1) business days' prior written demand upon
the nonprofit corporation for a proper purpose reasonably related

to the member's interests as a member. The written demand shall be
under oath and shall state the purpose of the inspection.

(b) A nonprofit corporation may satisfy a demand for inspec-
tion under subdivision (a) by any reasonable means that adequately
satisfies the purpose of the inspection.

{c) The use of the information obtained pursuant to this sec-
tion shall be limlted to the purpose stated in the demand.

404/282

§ 6623, Authorlzed member's right to Inspeet or obtain wembership list

This section provides a right to obtaln a membership list upon five
days' demand. Exhibits ¥XIIT (yellow) and XXIV (green) make the same
arpument for extending the demand period here to 1) days as for Sectlon

6622 (discussed gupra).

31/524
B 6624, Judicial gsupervision

Sectlon 6624 permits court supervision over the procedures for
inspection of the membership record and wmembership list provided in
Sections 6622 and 6623. One facet of the supervision, found in subdivi-

sion (b), permits the court to postpone any previously noticed meeting

-7 8=



of members for a period not exceeding any delay in compliance with an
inspection request by a member.

Exhibit XXIII (yellow) questions the utility of this provision. It
may be impossible to arrange adequate substitute meeting facliities on
short notice; requiring a delay may do more harm than good. The commen-
tator believes the provision should be deleted altogether or at the very
least postponement of an annual meetiag should not be allowed afrer the
meeting has already been noticed. Tie precise languapge proposed by
Exhibit ¥XIII 1s, ''no such postponement shall be made of the annual
meeting of a nonprofit corporation unless demand is made prior to the
givin~ of notice under the provisions of srticle 2, Chapter G of this

Code.”’

1n/171

3 6626. Tequirements for bylaw deemed to satisfy requirements of
Section. 6625

Section €625 permits a nonprofit corporation to avold the obliga-

tion of making its membership list available for inspection if the
corporation adopts bylaws providing reasonable means of communication
among members. Section 6626 préscribes standards, which if follewed,
will satisfy the reasonable means reguirement; these standards are not
intended as minimum but as a maximum. Exhibit XXIV {green) 1s concerned
that a court will read the standards as a wminimum and require bylaws to
satlisfy that standard, notwithstanding directiens to the contrary in
Section 6625(c).

Exhibit VI (pold) directs the Commission's attention to a particu~
lar portion of Section 6$626--subdivision (b} (3)--which requires the
bylaws to provide ''a procedure to permlt any nominee to communicate to

i

the voting members a candidate's statement for the nominee.' The com—
mentator notes that some corporations permit candidate nominations from
the floor at an annual meeting and, in such cases, 1t would be inappro-
priate to have the meeting continued until the candidate has had the
opportunity to communicate his candidate's statement to the votiang
membership. This problem could be cured by ameﬁ&ment of subdivision

(b)(3) to require the bylaws to provide:
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{3) A procedure to permlt aay a nominee who has been nominated
a reasonable time prior to the election to communicate to the
voting members a candidate’s statement for the nominee.

1n/172
§ 5628, Authority of court not limited

Section 5628 permits the court tc modify the lepal requirements
relating to inspection of membership 1ists and communicating with mem-—
bers. Fxhibit XXIV (preen) 1s concerned that this provision will permit
the court to impose procedures that "are totally different from those
set out in the statute,” which will generate uncertainty, the commenta-
tor is particularly concerned that a court may impose a lesser percent-
age or number of members than the five percent required by Section 6620
for inspection of the membership list, thereby leaving the statutory
protection “speculative at best.”

Exhibit VI (gold) is likewise concerned with this problem. The
commentator notes that "Section [#628] as it is now written seems to be
an invitation to a trial court to vitiate the five percent requirement
of Secticn 6620 and to allow a court, if it so desires, to set a figure
so low that the take-over of a non-profit corporation becomes an invita-
tion to those who wish to take over a company just to take it over,'

The commentator suggests that a court mipght lower the number of members
required below the five-percent level in any case where the number of
members required is large simply hecause of the size. The commentator
‘believes that there should be some other unfairness or -lnequity required
before the court 1s permitted to lower the five-percent requirement.

The commentator would amend Sectiou 6628 to add the following provision:

Provided, however, that the number of written authorizations
srequired to constitute 2 member as an “authorized member” under
Section 6620, of itself and however large, shall not be considered
a circumstance rendering the procedures for nomination and electlon
of directors unfair and inequitable under the provisions of this
section. '

10/173

§ £630. Inspection of financial records and minutes
In drafting Section 6630, the staff inadvertently omitted a provi-
sion extending the right of inspection to subsidiaries of the nmonprofit

corporation. Subdivision {(¢) should be added to read:
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{c) The right of inspection created by this section extends to
the financial records and minutes of a subsidiary of a nonprofit
corpotation subject to this section.

104174

§ 6640. Director's right of inspection

In draftihg Sectlon A640, the staff inadvertently omitted a provi-
 sion extending the right of inspection by directors to subsidiaries of
the nonprofit corporation.  Subdivision (b) should be added to read:

(b} The right of inspection ereated by this section extends to

books, records, documents, and physical properties of a subsidiary
of a nonprofit corporation subject. to this section.

18/529

§76652; 'Récovefy 6f:reasonable cxpenses by member or director

Section 6652 permits recovery of expenses incurred in obtaining
inépection of corporate records 1f the expense was incurred as a result
bf'a édrpofate denial of inspection riéhts that was arbitrary and com-
pletely without juscification. The Commission's consultant, Mr. Yhit-
man, comments :

My reaction to the “arbitrary and completely without justifi-
cation' standard of this Section Is that the statute might as well
- 'be deleted. If we intend to allow a recovery of expenses 1n some

siltuatiens, rather than constructing a hollow statutory right, the
words “arbitrary and completely’ should be deleted.

-



29/224
§ 710 et seq. Dissolution

Exhibit XVI (vellow) sugpests that it would be helpful to provide
speclal provisions for terminating private foundations inmto publicly
supported charitable organizations:

The Tax Reform /Act of 1969 imposed many restrictions and imposed

severe penalties for certain acts of managers and flduciaries of

private foundations. The solution to the Tax Teform Act problems
in many private foundations is termination as authorized by the

1969 .ct by distributing all assets to 2 publicly supported chari-

table orpanigation. Specific guidelines for such terminations and

"oour-overs' would be helpful.

The staff does not see why the provisions of Chapter 17 relating to dis-
solution and distribution of assets do not provide adequate and specific
guidelines for termination and distribution of assets to another corpo-

ration.

Exhibit XX (geold) supgests that notice should be given to the At-
torney General where dissclution of a corporation involves a chéritable
trust. The Commission has previously considered such a suggestion and
has tentatively determined to generalize the notice proviéibn inJSéétion
6012, requiring notice to the Attorney Ceneral in case of any transfer
of charitable:assets not in the usual and regular course of the activi-
ties of the nonprofit corporation. The staff belleves the interrelation
of the sections could be made more clear and plans to add a Comment at
the beginning of Chapter 17, stating:

Where a nonprofit corporation organized for charitable pur-

poses or holding assets on a charitable trust dissolves, notice to
the ittorney General may be required under Section §012.

30/958

5 6710. Persons who may commence action

Among the persons autherized to commence an action for involuntary
dissolution is a member of a nonprofit corporation that is a subordinate
body if the charter of the subordinate body has been surrendered to,
taken away, or revoked by the head or national body. Exhibit XXXII
(buff), "with some experience in disputes between nationals and their

locals', 18 concerned with this provision which would permit just one
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voting member to bring the action. The staff suggests that this provi-
slon be deleted; there 1s adequate authorlty in Section 6721 for the
board to commence voluntary dissolution where the charter of a subordi-

nate body has been revoked by the national.

30/959
4 6711, Grounds for dissclution action
There should be added to Sectlon 6711 the following subdivision,

which i{s 1n existing law but which was inadvertently omitted in the
compillation of Section 6711:
(i) The liquldation is reasonably necessary for the protection

of the rights or interests of 2 substantial number of the members
or of the complalning members.

40571384

§ 6?41; Avoidance of dissolution by purchase
7 Section 6741 permits avoidance of dissolution by purchase of meu—
berships in cases of diasolution initiated by persons hblding a majority
of the voting power. The Commission's consultant, Mr. Davis (Exhibic
XXXXVI--buff), does not understand the intent of this restriction. “To
me this does not make sense as written.”

Thé purpose of this limitatibn, as stated in the Comment, is to
"minimize the possibllity of a minority cowmencing iﬁvoluntary dissolu-
tion proceedings as a means of circumventing the general prchibition

against distribution of gains, profits, or dividends to membets.

30/960

§ 6750. Cessation of corporate activitiles; exceptions

Subdivision {b) of Section 6750 requires thétfa corpdration cease
activiries when the term of its existence expires. This provision,
which was recommended by the staff, is not in existing law. Uﬁon fur-
ther consideration, the staff believes it should be deleted. VIt can
only create problems of wvalidity of corporate acts and is inconsistent
with provisions elsewhere in the statute that inpliedly sanction the
‘continuation of activities despite the expiration of the term 6f‘exist—
ence. See Section 5912 (emendment of articles_to.céntinue corporate

existence).
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30/961

§ 5772. Return of assets held on conditlon or by subordinate body

Subdivision (b} of Section 6772 requilres that proceeds held by a
subordinate body be redelivered to the national body upon revocation of
the charter of the subordinate body by the natiomal body. The Commis-
sion queried the policy of this provision and specifically requested
comments concernlng it. The Commission received only two comments, both
informally, concerning this provision. One commentator found the subdi-
vision troublesome and could envision possible abuses, particularly if
an assgessment had been levied on the members of the subordinate body
prior to dissolution; would they remain liable to the national body?
Would they continue to receive the benefits that the subordinate hody
would have provided? The other commentator felt that the rule is a bad
one--many subordinate bodles are rather independent and have substantial
assets that the national organization has no interest in and should have
no right to. This commentator felt the only situation where the provi-
sion should have any application is where the national body is a Cali-
fornla corporation and the subordinate body 1s incorporated in ancother
state which has no orderly procedure for distribution of assets on dis-
solution.

The staff belleves that subdivizion (b) could probably be repealed.
The staff suspects that, 1in many cases, the charter of the subordinate
body will specify the disposition of assets on dissclution so that the
existence or nonexlstence of a California law on the point will have

little effact.

30/962

& 6773, Disposition of assets held on trust or by charitable cor-
poration
Exhibit XIV (white)} concurs with the provislons proposed by the

Commission for disposition of charitable assets. Exhibit XVIII {(buff)
sugpests that Section £773 cover more than just charitable corporationms
but also other types of corporations which, though not organized for
charitable purposes, may have solicited funds from the general public.
The staff notes that any charitable funds held by a noncharitable corpo-

ration are impressed with a charitable trust, and Section 6773 would in T
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fact cover those funds. Perhaps this shculd be made more cleatr in the
Comment by deletion of, the reference to assets recelved on “express'
trust. : _

B Subdivigion (a) of Section 6773 requires disposition of assets “in
conformity with the purpo$es of the charitable trust or the charitable
purposes for which the nonpfofit corporation was organized.”’ Both
Exhibits XXVI (blue) and XXXZITI (pink) were troubled by the interrela-
‘tion of subdivision (a) with Section 6772(a), which requires that assets
received on condition be disposed of according te the requirements of
the conditlon 1mposed. They suggest that the interrélation be made
clear by statute rather than by Comment. The staff agrees and would
_preface subdivision (2} of Section 6773 with the phrase JExcept as
provided in Section 6772, . . . .7

- The Commission's counsultant, Hr. Vhitman, questions the requirement
of subdivision (a) of Section 6773 that all assets of a nonprofit corpo~
ratlon organized for charitable purposes must be disposed of 1n accor-
dance with the purposes of the nonprofit corporation. He suggests that,
under existing law, it would be possible for a charitable corporation to
-hold.some noncharitable assets, e.g., assets given to-it expressly for

. moncharitable purpcses, that the courts would not Hold-to be .impressed
with a charitable trust.. While {r. Whitman's argument has ;some force if

- "organized for charitable purpeses" 1s undefined, the staff suggests:
that, 1f the phrase is defined as proposed supra (predominately or
exclusively for charitable purposes), it would be proper to subject all
-the eorporate assets of a nomproflt corporation organmized for charitable
purposes to the provisions of suvbdivision (a),

Subdivisions (b) and (c) of Section 6773 are an attempt to require
court supervision of the disposition of charitable assets, as in exist-
ing law, but toc excuse the necessity to go to court in caseé‘ﬁherg fhe
dissolving corporation and the Attorney General are in agreemént and nc
other interested persons object. Both Exhibits XVIIL (buff) and'LI
{(vellow} believe that subdivisions {b) and (c) do not adequately accom-
plish these objectives. Fxhibit LIﬁsuggests that subdivision (b) not
require that the Attorney General be a pafty, but oﬁly thafsthe Attorney
General has an opportunity to. become: a party.- The staff is sympathetic

to this point of view but sees no need to change the proposed statute--
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the corporation need simply join the Attorney General as a party and
whether or not the Attorney General wakes an appearance is up to the
Attorney General, This could be made clear in the Comment.

Exhibit XVIII would exempt small charitable cerporations from going
to court altopgether. The Commission has considered this possibility in
the past but has determined that, to preclude abuse, the small corpora-
tion might merely obtain a waiver from the Attorney 5General and avold
court proceedings under subdivision (c}. The Commission's consultant,
Ur., Davls (Exhibit XAXVI--buff), however, would chanpge the rule alto-
gether. "I do not belleve that one superior court judge should have
that authority, when the board of directors and the ...G. hoth agree upon
s matter, even if third parties object.’” Exhibit LI, on the other hand,
thinks 1t desirable to have a court proceeding in every case repardless
of the Attorney General's opinion. The staff believes that on balance

the Commission has a sound recommendation.

30/964

& 6776. Plan of distribution of securitics or assets in kind

Section 6776 1s a rather speclal provision relating to distribution
of assets in kind to memberships having liquidation preferences in lieu
of the stated preference. It requires special approval of a plan of
distribution with special notice requirements. It has 1ts use primarily
in business corporations.

The staff belleves that, even though we have satisfactorily adapted
the provision for nonprofit corporations, the provision is a very narrow
one, 1s extremely remote, has little practical chance of ever belng

"applied to a nonprofit corporation, and should be deleted. This will
have the incidental effect of greatly simplifying other portiomns of the
statute as well in which special provisions are necessitated by Section

6776.

30/965

5 57R4. Effect of order discharging directors or other persons ap-
pointed to conduct the winding up (new)

In drafting the dissolution provisions, the staff inadvertently
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oumitted the followlng provision, which is found in the new business

corporation law:

5 6784, Effect of order discharging directors or other persons
appointed to conduct the winding up

6784, Upon the making of the order pursuant to subdivisions
(d} and {(e) of Section 678", the directors or other persons ap-
pointed to conduct the winding up are thereby discharged from their
duties and liabilities except with respect to completion of the
winding up, 1f necessary. :

Comment. Section 6734 1is the same in substance as subdivision

{h) of Section 1808 (General Corporation Law).

30/9€6
§ £810 et seq. Transition provisions

There were several comments directed to the transition provisions,
which were not included in the tentative recommendation, hut with re-
spect to which the Commission solicited comments. Exhibit VIII (pink)
considered the transition provislons important but gave no specific
guggestions. The staff sent the commentator a copy of the staff memo-
randum relating to transition provislons prepared for the September 1976
Comnlssion meeting but has received no further response.

Exhibles XXNIT (buff), LI (vellow), and LVIX (green) suggest the
need for a moratorium or grandfather clause for the application of the
new law to existing nomprofit corporations. The Commission determined
at its September meeting that a two-year delay in the operative date for
existing nonprofit corporations should provide adequate time for compli-

ance with the new law.

405/336
§ 5900, Curative provision (new)
Exhibit XXXXVIIT (gold) states:

T would like to see included in the Law a general curative
provision covering procedural irrepgularities in the operation of
nonprofit corporations. Many nonprofit corporations are small and
cannot afford, or do not realize the need for, legal advice. Even
the boards of some sizeable organizations make mistakes from time
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to time. These can lead to fundamental questions~-such as whether
the board is valldly constituted. I think it would be helpful to
provide that, after some period of time, prior defective actions
cannot be exploited--either by third parties or by factions in an
internal dispute.
The staff believes that this suggestion has considerable merit; however,
drafting an adequate provision presents a number of difficulties, 1n
particular limiting the kinds of corporate acts which are wvalidated. If
the Commission agrees with the supggestion, the staff will devote some

resources to drawing up an adequate curative provision; any suggestions

.by the Comnmission at the meetinpg will be appreciated.

Respectfully submitted,

Hathaniel Sterling
Assistant Executive Secretary
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